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BRIEF OF PLAINTIFFS-APPELLANTS 


STATEMENT OF THE ISSUES 
PRESENTED FOR REVIEW 
1. Whether judicial review of the promulgation by 
the Secretary of Health, Education and Welfare under his rule- 
making authority, 42 U.S.C.§1302, of a regulation changing a 
method of reimbursing voluntary hospitals for services rendered 
-O Medicare patients is barred by the Administrative Procedure 


Act (5 U.S.C. §701). 


2. Whether the regulation referred to above violates 
the Medicare Act (42 U.S.C. §1395 et seq.) and Regulations (20 
C.FP.R. §§405.401, 405.402, 405.403, 405.405, 405.451, 405.452, 


405.453, 405.454). 


3. Whether the promulgation of the regulation referred 
to above by the Secretary of Health, Education and Welfare was 
arbitrary, capricious, an abuse of discretion or otherwise not 


in accordance with law. 


4. Whether the application of the regulation referred 
to above will cause irreparable injury to the members of the 


Class represented by the appellants. 
STATUTES AND REGULATIONS INVOLVED 
eRe Meee, SONY Coat SOLD 


These are set forth in an Addei.jum to the Brief, 


("Addendum",) infra, p., 48, 


STATEMENT OF THE CASE 


This is an appeal from an order of Judge Charles M. 
Metzner of the United States District Court for the Southern 
District of New York, issued on December 11, 1975, dismissing 


the complaint. The District Court's order is not reported. 


At issue in this case is the reviewability of the 
promulgation by the Secretary (hereinafter the "Secretary") of 
the United States Department of Health, Education and Welfare 
(hereinafter "HEW") of a regulation which radically changes the 
method by which the members of the class are reimbursed for 


services rendered to Medicare patients. 


The Class in this action is co: posed of members of 
the Greater New York Hospital Association who are presently 
being reimbursed under the old Periodic Interim Payments 
Medicare reimbursement method (hereinafter "Old PIP"). Under 
the Old PIP method, hospitals are paid weekly by HEW and there 
is an average three day lag between the time a hospital delivers 
services to patients and its receipt of reimbursement therefor. 
Under the new PIP regulation, 20 C.F.R. §405.454(4) (hereinafter 


"New PIP"), hospitals would be paid bi-weekly and the payments 


would be made at least two weeks after the services are rendered. 


This would result in an average three week lag between the 


rendition of hospital services and the paytent therefor 

(Part A Intermediary Letter No. 43-58; Appendix 282a-285a). 

The Secretary and the Commissioner of Social Security (hereinafter 
the "Commissioner") planned to convert hospitals on the Old PIP 
System to the New PIP system by a gradual withholding of moneys 
due the hospitals during the period from December i, 1975 to 

May 31, 1976. By the latter date, the hospitals would have been 


deprived of an amount equal to three weeks of Medicare payments. 


The uncontradicted testimony plainly establishes that 
this change in the regulation after eight years of operation 
under the old system will result in extraordinary harm to the 
hospitals, permanently depriving them of about $35,000,000 of 


cash flow without any commensurate benefit to the government. 


On November 21, 1975, appellants commenced this action 
for preliminary and permanent injunctive rolief and a declaratory 
judgment. On the same day, Judge Metzner issued a temporary 
restraining order enjoining the Secretary and Commissioner from 


converting hospitals from the Old to the New PIP system, 


On November 28, 1975, a hearing was held on appellants' 
application for a preliminary injunction. At the conclusion 
of this hearing, Judge Metzner extended the temporary restraining 


order until December ll, 1975. 


On December 1, 1975, the Secretary and the Commissioner 


withheld Medicare payments for the preceding week from hospitals 
on Qld PiP which were not represented in th’s action. On 
December 3, 1975, twenty-five of these hospitals made a motion 
to intervene. Judge Metzner granted the motion and stated that 
the determination of the motion for the preliminary injunction 
would be binding on the intervenors without any further evidence 


being adduced. 


Subsequent to November 28, all parties agreed that 


the hearing on the preliminary injunction should be treated as 


the trial of the action on the merits. 


On December 11, 1975, Judge Met~ner issued a fina). 
decision in this action denying appellants’ application for a 
permanent injunction and declaratory judgment on the ground 
that respondents’ promulgation of New PIP as a replacement for 
Old PIP was committed to agency discretion and therefore unreviewable 


under the Administrative Procedure Act (hereinafter the "“APA"). 


On December 12, 1975, appellants filed their notice of 
appeal from the order and judgment of Judge Metzner and he ordered 
that respondents be stayed from applying or attempting to apply 
New PIP to the appellants or appellants-intervenors until 


December 23, 1975, when appellants' motions for a stay pending 


appeal would be heard by this Court. 


On December 12, 1975, appellants filed with this Court 
a motion for a stay pending appeal. This motion was subsequently 
withdrawn upon respondenis' representation that they would refrain 
frc~ converting the hospitals which are parties to this suit to 
the New PIP system until the final determination of this appeal. 
By letter dated December 17, 1975, Frederick P. Schaffer, the 
Assistant United States Attorney in charge of this case, advised 
counsel for appellants that the Stay of the conversion would remain 


in effect until this Court renders an Opinion. 


On December 29, 1975, appellants-int7rvenors filed 


their notice of ap.» 7. 


FACTS 


In 1965 Congress enacted the Medicare Act, 42 U.S.C. 
§1395 et seg. which established a health insurance program for 
persons age 65 and older. Under the provisions of this law, 
hospitals are reimbursed for the reasonable cost of services 
rendered to individuals covered under the program. 42 U.S.C. 
§$1395£(b), 1395x(v) (1) (A). The amount of Medicare reimbursement 
received by a hospital each year is not calculated on the basis 
of individual bills to Medicare patients. Rather, total allowable 


hospital costs are aggregated on an annual basis and then, by a 


Cie) aL Tea aa ee ee _ 


sophisticated accounting system, the percentage of these costs 
which can be attributed to services rendered to Medicare bene- 
ficiaries is determined. 42 U.S.C. §1395x(v) (1) (A), 20 C.F.R. 
§§405.402, 405.403, 405.405, 495.451, 405.452, 405.453. Although 
the final calculation and adjustment of payments for Medicare 
costs is made at the end of the fiscal year, payments based on 
estimated costs are made to the hospital on an interim bazis 
throughout the year in order to insure that providers will have 
adequate resources for the further rendering of services. 


42 U.S.C.1395g; 20 C.F.R. §§405.402, 405.405, 405.454.+ 


Establishment of Old PIP Method 

The original reimbursement’ system established by HEW 
under the Medicare program conditioned hospital interim payments 
on the receipt of individual patient bills. Because this was a 
vast new program with which neither the hospitals nor the fiscal 
intermediaries nor the Social Security Department had any experience, 
an enormous backlog of bills developed and hospitals, particularly 
those in the New York City areas developed acute cash flow problems 


(Appendix pages 57a, 60a) .? Services were being rendered by 


1. Actual payments to hospitals are made by fiscal intermediaries 
which act as agents for the government. In the metropolitan 
area, the fiscal intermediary for most hospitals is Blue Cross 
and Blue Shield of Greater New York. 


2. Hereinafter, references to pages in the Appendix shall be ( a). 


the hospitals but payments were not being received from the 
government on time. In order to remedy this situation, on 
January 1, 1968 HEW offered the hospitals an alternate system of 
payment under which interim payments are independent of the 
processing of the final invoices (58a, 60a). Hospitals electing 
reimbursement under this method of "Periodic Interim Payments" 
("Old PIP") receive from their fiscal intermediary (54a, 55a), 
1/52 of their estimated annual cost of Medicare services each 
week, regardless of the number of bills they submit (59a). 

The hospitals, however, are still required -~o submit their bills 
promptly and such bills are, of course, subject to final audit 
and adjustment. Payment under "Old PIP" results in an average 
three day lag between the time a hospital delivers services and 
receipt of reimbursement therefor (Part A Intermediary Letter 
No. 75-58; (282a-285a)). Sometime after the end of the fiscal 
year, the fiscal intermediary audits the hospital's records 

and about two years later makes an adjustment which will either 
result in an additional payment to the hospital or a refund to the 
Government (59a, 10la). Over 95% of the Medicare payments in 
New York City are made under the Old PIP system (274a). In more 
than 90% of the cases the audit results in additional payments 


being made to the hospitals (189a). 
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On January 29, 1973, the Secretary, without giving any 
explanation, announced a freeze of Old PIP, under which no ad- 
ditional hospitals would be permitted to elect payment under the 
Old PIP system until July 1, 1973. This change in policy did 


not affect hospitals already being paid under this system. 


Announcem it of New PIP Method 

In June 1973, hospitals were informed by HEW that 
pending a review, the freeze on Old PIP had been extended until 
further notice (Part A Intermediary Letter No. 73-24 (297a-300a)). 
Again, no reason or explanation was given for this decision. On 
September 1, 1973, Part A Intermediary Letter No. 73-37 \293a-296a) 
was issued for use pending publication of new regulations. It 
created a new PIP method ("New PIP") for hospitals and other 
providers electing coverage after August 1973, and continued the 
freeze on Old PIP without explanation. Under the New PIP method, 
payments.are made for a two week service period and are issued no 
earlier than two weeks after the end of the service period to 
which they apply. This new bi-weekly system results in an average 
lag of three weeks between the delivery of service by the hospital 


and the disbursement of payment for such service. 


On July 16, 1975, the final regulation establishing 
New PIP and specifically requiring hospitals to convert from Old 
PIP to New PIP by September 15, 1975 was published (40 Fed. Reg. 


29815-17 (i975)) (288a-289a). As in the case of the publication 


of the earlier intermediary letters and proposed regulation, 

no reason was given for adopting New PIP as a replacement for 

Old PIP. The Secretary did acknowledge, however, that he had 

received a great many objections to the New PIP regulation; 

these objections asserted that the New PIP payment schedule 
would severely hinder the cash flow of pro- 

viders and their ability to meet working 

capital needs since a major share of providers' 

costs are associated with personnel payrolls 

and payments to vendors that are typically paid 

on at least a weekly or bi-weekly basis,... 

40 Fed. Reg. 29816 (1975); (289a). 

On September 2, 1975, the Secretary extended the date 
for complete implementation of New PIP to May 31, 1976 on the 
ground that the original September 15th date would 

create extraordinary cash flow problems for 

these hospitals, especially those located in 

the large urban centers, making it necessary 

for the hospitals to borrow equivalent funds 

from conventional lending sources. 40 Fed. 

Reg. 40192 (1975); (286a). 

The Secretary, however, did not explain the basis for his apparent 


conclusion that the hospitals' cash flow problem would be solved 


by the extended implementation date. 


In October, 1975, Part A Intermediary Letter No. 75-58 
(282a-285a), containing the procedure whereby hospitals on Old PIP 


were to change over to New PIP, was issued. Under the terms of 


the letter, a hospital's December 1 Medicare payment would be 


withheld, the hospital would be placed on a bi-weekly schedule 


beginning on December 8, and, commencing December 22, an amount 
would be deducted from the hospital's subsequent bi-weekly 
payments. By May 31, 1976, there would be an average three week 
lag between the rendering of Medicare services by the hospital 
and the receipt of payment. This fact is confirmed by HEW in 
Part A Intermediary Letter No. 75-58, dated October, 1975, at page 2: 
When these requirements are fully implemented, 
PIP payments to all providers will contain an 
average lag of three weeks between delivery 


of service and disbursements of payment for the 
services, as required by the regulations. (283a) 


Ruinous Effect of New PIP on the Hospitals 


The effect of the conversion from Old PIP to New PIP 
will be disastrous to the members of the Class. Not only will 
it result in an aggregate loss of approximately thirty-five 
million dollars in cash flow by May 31, 1976 (64a, 66a), but 
it will also make it extremely difficult, and in some cases 
impossible, for the hospitals to meet their current financial 
obligations. Most of the members of the Class will have to try 
to borrow to make up for the lost cash flow thereby incurring 
large additional interest expenses which will be only partially 
reimbursed by Medicare. Because they already have large loans 
outstanding and lack additional collateral, some hospitals will 


be unable to borrow more money (95a, 10la). These hospitals 
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will have to try to compensate for lost cash flow by delaying 
payment of bills to their vendors. Since the vendors in effect 
beceme bankers, they charge for the use of their money by im- 
posing higher prices for their goods (100a-10la, 170a). This, 
of course, also increases hospital costs. In many cases, the 
lack of funds will cause hospitals to curtail vital health ser- 


vices (147a, 149a, 150a, 170a, 180a, 18la). 


In sum, the New PIP program will serve only to fuel 
the fires of inflation by increasing hospital costs and, in some 
cases, will force the elimination of hospital services in the 
City. As we show below, none of this results in any commensur- 


ate benefit to the Government. 
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SUMMARY OF ARGUMENT 


1. The determination of the Secretary of HEW in issuing 
the regulation establishiig the new PIP payment system is subject 
to judicial review. The Supreme Court has held that any exception 
to judicial review should be narrowly applied. See Citizens to 
Preserve Overton Park v. Volpe, 401 U.S. 402 (1971); Barlow v. 
U.S., 397 U.S. 159 (1970). In Overton, the Court specifically held 
that judicial review of an administrative action is only to be 
denied when there is a “clear and convincing showing of a legis- 
lative intent to prohibit @ judicial review." There is no such 
showing here. The District Court's dismissal of the complaint on 
the ground that the fixing of Medicare payment dates is directed 
to agency discretion by statute and there is no “law to apply" is 


erroneous. (Point I) 


2. The new regulation violates the overall intent of the 
statute as well as relevant provisions of the Medicare Act and 
regulations which require that hospitals be reimbursed the reason- 
able cost of services and prohibit the shifting of costs of Medicare 


beneficiaries to non-Medicare beneficiaries. (Point II) 


3. The new regulation is arbitrary, capricious and 
represents an abuse of discretion by the Secretary. The administra- 
tive record does not support the reasons enunciated by the Secretary 


for the promulgation of the new regulation. © (Point III) 


4. The new regulation will deprive members of the Class of 


approximately $35,000,000 in working capital funds. This will cause 
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irreparable injury. The uncontradicted evidence demonstrates that 
the hospitals will either have to borrow money to make up the loss, 
thus incurring unnecessary interest costs, or, if they are unable to 


borrow, they will be forced to eliminate essential hospital services. 


(Point IV) 


ARGUMENT 
POINT I 


THE PROMULGATION OF THE REGULATION 
REPEALING THE OLD PIP MEDICARE RE- 
IMBURSEMENT SYSTEM IS SUBJECT TO 
JUDICIAL REVIEW 


The District Court determined that 42 U.S.C. §1395g 
of the Medicare Act which provides that 


The Secretary shall periodically determine 
the amount which should be paid under this 
part to each provider of services with 
respect to the services furnished by it, 
and the provider of services shall be paid, 
at such time or times as the Secretary 
believes appropriate (but not less often 
than monthly).... 


i 


placed the promulgation of the New PIP regulation within the APA's 
exception to judicial review for agency action "committed to 
agency discretion by law", 5 U.S.C. §70l(a) (2). This is a clear 


misapplication of the exception. 


The Supreme Court has consistently held that any 


exception to judicial review should be narrowly applied. Citizens 


to Preserve Overton Park v. Volpe, 401 U.S. 402, 410 (1971); 


Barlow v. Collins, 397 U.S. 159, 166-67 (1970). 


In Barlow, the Court considered the rulemaking power of 
the Secretary of Agriculture pursuant to 16 U.S.C. §590d(3). This 
section authorized the Secretary to "prescribe such regulations, 
as he may deem proper to carry out the provisions of ... [the 
Food and Agriculture Act of 1965]." Id. at 165. In holding that 
this language did not preclude the right of tenant farmers to 
challenge a regulation which they alleged would place them at the 
economic mercy of their landlords, the Court stated: 

[T]he authority to promulgate such regulations 

"as he may deem proper" in §590d(3) [does not} 

constitute a commitment of the task of defining 

"making a crop" entirely to the discretionary 


judgment of the Executive Branch without the 
intervention of the courts. 


* * * * 


The question then becomes whether non- 
reviewability can faicly be inferred. As 


we said in Data Processing Service, preclusion 
of judicial review of administrative action 
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adjudicating private rights is not lightly 

to be inferred [citations omitted]. Indeed, 
judicial review of such administrative 

action is the rule, and nonreviewability 

an exception which must be demonstrated. 

In Abbott Laboratories v. Gardner, 387 U.S. 
136, 140, we held that "judicial review of 

a final agency action by an aggrieved person 
will not be cut off unless there is Jersuasive 
reason to believe that such was the purpose of 
Congress." 397 U.S. at 165-167. 


The holding in Barlow, supra, should be controlling in 
the instant case because the statutory language > granted 
rulemaking authority to the Secretary of Agriculture is almost 
identical to that governing the authority of the Secretary of 
HEW to provide for Medicare payments, 42 U.S.C. §1395g, the latter 
being "as the Secretary believes appropriate (but not less often 
than monthly)". In addition, the petitioners in Bo. w, like 


those in the present case, were seeking review of an agency 


determination with broad public ramifications. 


In Barlow, supra, the protection of a large economically 
underprivileged group was at issue. At stake in the present case 
is the continuing financial viability of the New York City 
voluntary hospitals, and thus their attendant ability to continue 


providing necessary health services to the public. 


Judge Metzner based his dismissal of the complaint on 


Overton, supra. That case dealt with both exceptions to judicial 


it 


review contained in the APA: the "discretion" exception and the 


exception for "statutes [which] preclude judicial review" 5 U.S.C. 
§701(a) (1)(2).The District Court correctly read Overton as requiring 
that there be a "clear and convincing showing of a legislative 
intent to prohibit judicial review" in order for the "statutory" 
exception to apply (318a). However, it incorrectly interpreted 
this case as requiring a different standard of proof for the 
"discretion" exception when the statute under which review is 
sought is silent on the question of judicial review. Although 

the Court in Overton used different language to characterize the 
"discretion" exception, (namely “that it is applicable in those rare 
instances where 'statutes are drawn in such broad terms that in 

a given case there is no law to apply'"(401 U.S. at 410))},it is 
clear from another Supreme Court case, Association of Data 
Processing Service Organizations, Inc. v. Camp, 397 U.S. 150 

(1970) that the same restrictive view should apply to both 


exceptions.° 


3. The Court in Overton in no way attempted to distinguish or 
overrule its decision in Data Processing Services. 


Moreover, in its analysis of the discretion exception, 
the Court relies on Berger, Administrative Arbitrariness and 
Judicial Review, 65 Cel. L. Rev. 55 (1965) which takes the 
position that: 


It would be strong medicine to read a 
remedial statute so as to cut off review 
of decisions unsupported by evidence, or of 


(fowtnote cont.) 
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Data Processing Service involved a chailenge to a 
regulation of the Comptroller of the Currency permitting national 
banks to offer data processing services. In rejecting the 
Comptroller's claim that judicial review of the regulation was 
barred by the APA, the Court did not distinguish between the 
"discretion" and "statutory" exceptions but, rather, applied the 


same criteria to both. 


In Shaughnessy v. Pedreiro, 349 U.S. 48, 51 
we referred to "the generous review provisions" 


of that Act [The Administrative Procedure Act]; 
and in that case as well as in others (see Rusk 
v. Cort, 369 U.S. 367, 379-380) we have construed 
that Act not grudgingly but as serving a broadly 
remedial purpose. 


We read §70l(a) as sympathetic to the 
issue presented in this case. As stated in 
the House Report: 


"The statutes of Congress are not 
merely advisory when they relate to 
administrative agencies, any more than 
in other cases. To preclude judicial 
review under this bill a statute, if 
not specific in withholding such review, 
must upon its face give clear and 
convincing evidence of an intent to 
withhold it. The mere failure to 


(cont. footnote 3) 


action in excess of statutory jurisdiction 
or without observance of legal procedure. 
Minimally we should ask for the clearest 
evidence, even in the teeth of the most 
unambiguous words, before attributing to 
Congress an intention by a remedial statute 
to accomplish such remarkable results. 

Id. at 58-59. 
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At A et 


provide specially by s “ute for 

judicial review is cert..nly no evidence 
of intent to withhold review." H.R. Rep. 
No. 1980, 79th Cong., 2d Sess., 41. 


There is no presumption against judicial 
review and in favor of administrative absolut- 
ism (see Abbott Laboratories v. Gardner, 387 
U.S. 136, 140), unless that purpose is fairly 
discernible in the statutory scheme. Cf. 
Switchmen's Union v. National Mediation Board, 
320 U.S. 297. 


397 0.8. at 156=+57. 


On the basis of Data Processing Service as well as Barlow, it is 
clear that judicial review is appropriate here since Judge Metzner 
specifically found that 


{iJn the instant case, there is no 
clear and convincing showing of a 
legislative intent to,prohibit judi- 
cial review. (31i8a). 


———————————————————————— 


4. Where, as in the instant cases, there is no express grant 
of review, reviewability has ordinarily been inferred from 
evidence that Congress intended the plaintiff's class to 
be a beneficiary of the statute under which the plaintiff 
raises his claim. [citations omitted] In light of Abbott 
Laboratories, slight indicia that the plaintiff's class is 
a beneficiary will suffice to support the inference. 


9. This is particularly the case when the 
plaintiff is the only party likely to challenge 
the action. Refusal to allow him review would, 
in effect, commit the action wholly to agency 
discretion, thus risking frustration of the 
statutory objectives. 


Barlow, supra, at 174-75 (Brennan, J., 
concurring in the result and dissenting). 
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But, even if the District Court's interpretation is 
accepted, its holding is still incorrect. There is “law to 


apply” in this case. 


The District Court concluded that there was "no law 
to apply" for two reasons. First, it determined that there was 
no legislative interest in the question of Medicare payment beyond 
the concern that it be at least monthly (319a). Second, it found 


that 20 C.F.R. §405.454(b) which provides that “intermediaries are 


expected to make payments on the most expeditious basis administratively 


feasible" did not apply to the New PIP regulation (319a-320a). 


In its analysis of legislative intent, however, the 
court limited its examination to one section of the Medicare 
Act rather than viewing the overall purpose of the statute. 

The Congressional proceedings preceding the adoption of the APA 
make it clear that agency action mvst conform to the intent of 
a statute and that the statutory purpose can, in fact, provide 


"law to apply”. 


Mr. Springer [Representative from Indiana] 


The second provision, to which I now refer, 
provides "and hold unlawful and set aside agency 
action, findings, and conclusions found to be 
arbitrary, capricious, an abuse of discretion, 
or otherwise not in accordance with law." 


To my mind, that is a most potent statement 
and is a fair and equitable provision of the bill. 
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MR. SCRIVNER [Representative from Kansas] 
Mr. Chairman, will the gentleman yield? 


Mr. SPRINGER. I am happy to yield to my friend 
from Karsas. 


MR. SCKIVNER. Does the gentleman fee. that 
that would correct the evils that might exist where 


a regulation was contrary to the intent, Spirit, or 
purpose of the act? 


MR. 3PRINGER. I _think unquestionably, it would. 
The gentleman is precisely correct. That is the pur- 
pos? and that is the intention of that provision which 
has been written into this bill...-- 


Administrative Procedure Act Leg. History, 
H.R. Doc. No. 248, 79th Cong., 2d Sess. 377 
(1946) (emphasis added). 


In Overton, supra, it was, in fact, legislative intent, namely 


the protection of public parkland, which constituted the “law 


to apply" 401 U.S. at 412, n. 29 


The purpose of the Medicare program was to "provide 


basic health insurance protection for people age 65 aii over", 


——$—_— 


5. Overton involved a challenge to the authorization of federal 
funes for the construction of an interstate highway through 
a public park by the Secretary of Transportation. The 

Court found that. the legislative intent was expressed in the 
Department of Transportation Act of 1966 and the Fede-al-Aid 
Highway Act of 1968 which prohibits the Secretary from 
authorizing federal funds for highway construction through 
public parks if a"‘feasible and prudent’ alternate route 


exists" or if there has been "'al]1 possible planning to 
minimize harm' to the park". 401 U.S. at 405. 
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Reportof Senate Committee on Finance, S. Rep. No. 1431, 91st 

Cong., 2d Sess. 93 (1970), and to “encourage participating 
institutions, agencies, and individuals to make the best of 

modern medicine more readily available to the aged." U.S. Code 
Congressional and \dministrative News, 89th Cong., ist Sess., 

1965 (1965). In line with this, the Secretary is only permitted 

to promulgate regulations under his rule making authority “necessary 
to the efficient administration" of his functions under the 
Medicare program. 42 U.S.C. §1302 (emphasis added). As the record 
shows, the implementation of the New PIP system will result in 
either the curtailment of vital health services or an increase 

in health care costs (147a, 150a, 170a, 180a, 18la). Those affected 
will be not only the elderly population but also the indigent and 
working poor of the City of New York. This is clearly the kind 

of inefficient administration which contravenes the intent of the 


entire Medicare Program. 


The District Court's concentration on 20 C.F.R. §405.454(b) 
as a reasor for denying judicial review completely overlooks the 
fact that appellants have argued all along that the statute and 
regulations which supply “the law" in this case are those which 
proscribe (1) the shifting of the costs of Medicare beneficiaries 
to non-Medieare beneficiaries, 42 U.S.C. §1395x(v) (1) (A), 20 C.F.R. 


§§405.402, 405.403, 405.405, 405.451(b), and (2) the failure of the 
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Secretary to reimburse hospitals for their reasonable costs, 

42 U.S.C. §§1395f(b) 7 1395x(v) (1) (A); 20 C.F.R. §§405.401, 405.402, 
405.451, 405.454. For some inexplicable reason, the District 
Court totally ignored this statute and the regulations in its 


decision.° 


The Overton standard of "law to apply" comes from the 
Senate Judiciary Committee Report (S. Rep. No. 752, 79th Cong., 
lst Sess. (1945)) accompanying the bill which became the APA. 
Therefore, it must be interpreted in light of all of the APA's 
legislative history, particularly the proceedings in the Senate. 


If this is done, it becomes clear that any abuse of discretion 


was intended to be reviewable. / Particularly illuminating in 

6. In the last paragraph of its decision (322a), the Court 
states that the issue of the shifting of costs "must await 
the determination of the amount of reimbursement." However, 


this statement is not made in the context of reviewability. 
Moreover, as shown in Point II, infra, p. 26, it is 
clear now that hospitals will not be reimbursed the total 


interest on working capital loans necessitated by conversion 
to New PIP. 


7. In Scanwell Laboratories, Inc. v. Shaffer, 424 F.2d 859 
(D.c. Cir. 1970), for example, the Court found that the 
award of a government contract, a traditional area of agency 
discretion, was judicially reviewable. "(W]lhile review is 
not granted for action 'by law committed to agency discretion,' 
as noted in section 701(a) (2), review is expressly provided 


for when there is an abuse of that discretion...." Id. at 874. 


Berger takes the same approach: "serious constitutional 
problems are raised if phrases such as ‘in his judgment’ 


(cont. footnote) 
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this respect is the following exchange which took place during 
the Senate proceedings between Senator McCarran, Chairman of the 
Senate Judiciary Committee and Senator Donnell. 


MR. DONNELL [Senator from Missouri] I should 
like to ask the distinguished Senator a question. 
Section 10 of the bill recites in part that - 


Except so far as (1) statutes preclude 
judicial review or (2) agency action is 

by law committed to agency discretion - 
(a) Right of review: Any person suffering 
legal wrong because of any agency action, 
or adversely affected or aggrieved by such 
action within the meaning of any relevant 
statute, shall be entitled to judicial 
review thereof. 


It has occurred to me that the contention 
might be made by someone in wndertaking to analyze 
this measure that in any case in which discretion 
is committed to an agency, there can be no judicial 
review of action taken by the agency. The point 
to which 1 request the Senator to direct his 
attention is this: In a case in which a person 
interested asserts that, although the agency does 
have a discretion vested in it by law, nevertheless 
there has been abuse of that discretion, is there 
any intention on the part of the framers of this 
bill to preclude a person who claims abuse of 
discretion from the right to have judicial review 
of the action so taken by the agency? 


—_————— 


(cont. footnote 7) 


or 'to his satisfaction' are read to foreclose judicial 

review. To begin with, due process demands that there 

exists the necessary basis for administrative action - for 

example, it must be supported by evidence. 65 Col. Ll. Rev... at 7h 
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is clearly such a complete disregard of law and the public welfare 


MR. MC CARRAN. [Senator from Nevada] Mr. Presi- 
dent, let me say, in answer to the able Senator that 
the thought uppermost in presenting this bill is that 
where an agency without authority or by caprice makes 
a decision, then it is subject to review. 


* * * * 


MR. DONNELL. But the mere fact that a statute 


may vest discretion in an agency is not intended, 


by this bill, to preclude a party in interest from 
having a review in the event he claims that there 


correct? 


MR. MC CARRAN. It must not be an arbitrary 
discretion. It must be a Judicial discretion; 


it must be a discretion based on sound reasoning. 


APA Leg. History, Supra 
at 310-11 (emphasis added). 


The application of the New PIP system to the hospitals 


as to constitute the kind of abuse of discretion which the APA 


was enacted to prevent. At a time when Congress is attempting 


to develop programs which will curb rising health costs and 


guarantee adequate health care to all citizens ,® it ould be 


8. 


In the National Health Planning and Resources Development 
Act of 1974, Pub. L. No. 93-641, 88 Stat. 2225, Congress 
Specifically found that 


(1) [t]he achievement of equal access 
to quality health care at a reasonable 
cost is a priority of the Federal 
Government. Section 2(a). 
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deplorable to permit the executive branch to implement a system 
which would produce completely opposite results. The uncontradicted 
evidence demonstrates that the conversion of hospitals on Old 

PIP to New PIP will either increase the cost of hospital care or 


force the elimination of vital services. (pp. 


10-11, supra). 
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POINT II 


THE PROPOSED APPLICATION OF THE 

NEW PIP REIMBURSEMENT REGULATION TO 
THE CLASS WILL VIOLATE THE MEDICARE 
ACT AND REGULATIONS 


(i) The Repeal of the Old PIP Reimbursement System Violates 
The Medicare Requirement that Providers be Reimbursed 
the Reasonable Cost of Services 


The Medicare Act and regulations require that providers 
be reimbursed the "reasonable cost" of services they render. 42 
U.S.C. SSESISE (db), L3I9Sxe (v) (1) (A) fF 20 CCP.R. §§405..401, 405.402, 
405.451, 405.454. By failing to make provision for hospital 


working capital, respondents are violating these sections of law. 


The “reasonable cost" of services, which includes 
indirect as well as direct costs, is statutorily defined as 


the cost actually incurred, excluding 
therefrom any part of incurred cost found 

to be unnecessary in the efficient delivery 
of needed health services,.. determined in 
accordance with regulations establishing the 
method or methods to be used, and the items 
to be included, in determining such costs 

for various types or classes of institutions, 
agencies, and services.... 42 U.S.C. §1395x 
(v) (1) (A). 


Pursuant to this directive, the Secretary has classified as 


reasonable costs all 


necessary and proper expenses of an insti- 
tution in the production of services, 
including normal standby costs.... 20 C.F.R. 
§405.451(a). See also 20 C.F.R. §405.451(a). 
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Necessary and proper costs are costs which 

are appropriate and helpful in developing 

and maintaining the operation of patient 

care facilities and activities. They are 

usually costs which are common and accepted 

occurrences in the field of the provider's 

activity. 20 C.F.R. §405.451(b) (2). 

A hospital, like any other business institution, 
requires adequate working capital. Supplies, such as food and 
drugs, must be obtained and personnel hired before patients are 
admitted. Both James Ingram, an expert in hospital reimbursement , 
and Irwin Birnbaum, Deputy Director for Fiscal Affairs for Montefiore 
Hospital, which is the largest provider of Medicare services in the 
country, testified that working capital is part of the reasonable 
cost of running a hospital (69a, 104a, 105a, 11l6a, 117a). Even 
John Jansak, Chief of the Provider Reimbursement Policy Branch 


of HEW and the government's only witness, conceded that working 


capital is a necessity for a hospital (224a). 


Further evidence that working capital is a proper 
element of a hospital's reasonable cost comes from the fact that 
it is recognized as such by the two other major national third 
party payors, Blue Cross and Medicaid. As the uncontradicted 
evidence shows, both of these systems make express provision for 


hospital working capital by means of cash advances (74a, 88a, 9la). 


For example, Mr. Birnbaum testified that Blue Cross 
and Medicaid each have on deposit with Montefiore about 2.25 million 


dollars (117a). Philip C. Abrams, Executive Director of the Jewish 


ay 


Hospital and Medical Center of Brooklyn, testified that his 

hospital receives an advarce of $150,000 from Blue Cross and a 

2.5 million dollar advance from Medicaid (148a, 149a). Leo 

Hellman, Director of Fiscal Services for Peninsula Hospital Center, 
testified that his hospital has on deposit a $300,000 Blue Cross 
advance and a $550,000 Medicaid advance (173a). Peter B. 

Terenzio, Executive Vice President of Roosevelt Hospital, testi- 

fied that Blue Cross has advanced Roosevelt annraximately $900,000 and Medicaid has 


advanced approximately $2.8 million for use as working capital (18la, 182a). 


From 1966, the date of the implcientation of the 
Medicare program, until the promulgation of New PIP, HEW also 


recognized working capital as an element of reasonable cost. 


HEW pro..ulgated two provisions as part of the original 
Medicare regulations which were designed to increase providers’ 
flow of capital. The first of these was a 2% allowance "[iJn 
lieu of specific recognition of other costs" that was intended 
to compensate a provider for those "various elements which are 
germane to costs of services for beneficiaries" which HEW felt 
were not subject to precise measurement. 20 C.F.R. §405.428;, 
31 Fed. Reg. 14816 (1966). The other was a payment system 
entitled "current financing" under which providers were paid 
an amount designed to partially compensate them for the average 


delay entailed in the processing of bills, 20 C.F.R. §405.454(g); 
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31 Fed. Reg. 14820 (1966).° 


FF The 2% cost allowance was primarily intended to compensate 
providers for the higher cost incurred in providing services 
for persons aged 65 and over. Hearings on Reimbursement 
Guidelines for Medicare Before the Senate Committee on 
Finance, 89th Cong., 2d Sess. at 72 (1966) (hereinafter the 
"Hearings"). However, this allowance was also aimed at 
reimbursing hospitals for the use of their capital in pro- 
viding Medicare services and had the effect of making addi- 
tional income available for working capital. As specifically 
stated by Robert M. Ball, then Commissioner of Social Security, 
in testimony at the Hearings: 


It is the established practice of a significant 
number of large third party purchasers to include 
in payment for cost of services a factor in the 
form of an allowance to cover various clements 
not specifically recognized in the formula or not 
precisely measured. The 2-percent allowance pro- 
vided for in our principles does the same thing. 
It is not a bonus but a part of basic cost. 


The allowance is limited to an amount which 
might be justified as a minimum return for the use 
of equity capital, as discussed earlier. Hearings 
at 56. 


Although the 2% cost allowance was not included in the 
regulations solely for the purpose of providing working 
capital, the “current financing" provisions were. This 
intent is apparent from the reasons advanced for this system 
by HEW at the hearings. 


"Prior to rendering services and submitting 
bills for such services, providers as a matter of 
course need to make cash outlays from their own 
funds for necessary equipment and supplies, and 
for the services of supporting personnel. [In the 
case of new providers and providers desiring to 
institute new or improved services, such outlays 
place a special burden on their finances. 


"The intermediary will process interim payments 
for services rendered to beneficiaries as expedi- 
tiously as possible. Nevertheless, whatever the 
billing schedule of the provider and however promptly 
the intermediary processes the request for payment, 
there is a period of time during which the provider 


[Footnote continued on following page] 
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Even Mr. Jansak, despite his continual attempts to 
avoid giving a direct answer, acknowledged that the "2% allowance" 
and “current financing" were adopted to provide hospitals with 


working capital (256a-258a). 


Unfortunately, neither the 2% cost differential nor the 
provision for current financing completely solved the problem 
of hospital cash flow, principally because both still tied 


reimbursement to individual patient bills. 


has some of its funds tied up in services to 
beneficiaries for which the program is obligated 
to pay but has not yet paid. 


"In recognition of the fact that providers must 
make such outlays of funds in order to render ser- 
vices to beneficiaries of the program, it is appro- 
priate that the health insurance program should pro- 
vide funds to provi ers at the point in time when 
Such outlays are necessary. This would place pro- 
viders in a stronger position by reducing the burden 
upon the provider of financing the lag between out- 


lays and collection for services." Hearings at 35-6 
(emphasis added). 


These principles were further elaborated in the statement 
of Alanson W. Willcox, General Counsel of the Social Security 
Administration, to the Senate Finance Committee. 


Supplies must be bought before they can be used, 

and wages must be paid at regular intervals, yet 
hospital bills are usually rendered only on dis-~ 
charge of a patient or after a considerable hos- 
pital stay.... It is this delay, and the corres- 
ponding cost to the provider for the use of working. 
Capital, that the provision in question 1s designe 
to avoid. Hearings at 94. 
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Consequently, a third approach, Old PIP, was tried. 
Mr. Ingram was the only witness at the hearing who had any 
personal knowledge of the origin of Old PIP. Not only was he 
a Blue Cross reimbursement executive in 1968, but he was also 
consulted about the implementation of Old PIP by the Social 
Security Administration, (55a, 56a, 58a). Mr. Ingram confirmed 
that in fact, Old PIP had been adopted for the express purpose 
of eliminating the severe cash flow problems which hospitals had 
been experiencing under the trad‘tional Medicare billing system 
(60a) and which were not being met by the "2% allowance" or 


"current financing. ")9 


In the New York City area approximately 85% of hospital 
reimbursement comes trom the three major third party payors, 
Medicare, Medicaid and Blue Cross. All thre- of these payment 
systems are cost based and make no provision for the generation 
of profit. As a result, the hospitals are limited in their ability 
to generate additional capital which can be ised to meet working 
capital needs and the third party reimbursers must make separate 
provision to insurethe adequate flow of cash to these providers. 
Furthermore, many of these hospitals incur extraordinary losses 
when they provide emergency and other outpafétient services to the 
residents of New York. All of this is a continual drain on their 
resources (70a, 7la). In light of these facts, it is unrealistic 


to argue that werkiny capital is not an element of reasonable 


10. Subsequent to the adoption of Old PIP, which was successful in 
meeting the cash flow needs of the New York City hospitals, the 
2% cost allowance and current financing provisions were repealed. 
34 Fed. Reg. 9927 (1969); 38 Fed. Reg. 14093 (1973). 
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cost for the voluntary hospitals in New York. 


(ii) The Repeal of the Old PIP Reimbursement System Violates the 
Medicare Prohibition Against The Shifting of Medicare Costs 
to Non-Medicare Beneficiaries. 


The Medicare Act provides 


that, under the methods of cetermining costs, 
the necessary costs of effic*’ently delivering 
covered services to individuals covered by the 
insurance programs established by this subchapter 
will not be borne by individuals not so covered, 
and the costs with respect to individuals not so 
covered will not be borne by such insurance pro- 
grams.... 42 U.S.C. §1395x(v) (1) (A). 
The Medicare regulations also prohibit the shifting of Medicare 
costs to non-Medicare beneficiaries. 20 C.F.R. §§405.402, 
405.403, 405.405, 405.451(b). This principle will be violated 
both in the situation where a hospital borrows money to replace 
the working ce vital funds lost through conversion to the New PIP 


system as well as in the situation where it expends its own 


funds to make )p the loss. 


One reason for this violation is that Medicare will reim- 


burse a hospital only for interest costs in an amount equal to that 


percentage of the hospital's patient days represented by Medicare 
patient days. 20 C.F.R. §405.453. Thus, if a hospital borrows 
money to make up for the loss in working capital arising from the 
conversion to New PIP as many will do (95a) and, if 45% of the 
hospital's patient days are Medicare patient days, HEW will only 


reimburse 45% of the interest on the working capital loan. The 
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remainder of the interest will have to be picked up by the hospi- 


tal's non-Medicare patients, primarily its self-pay patients. ?* 


Hospitals cannot avoid shifting increased costs to 
non-Medicare beneficiaries simply by limiting their borrowing to 
an amount equal to the cost of Medicare goods and services since 
such goods and services are not acquired on an individual patient 
basis, but for the hospital as a whole. It would clearly be 
wasteful, for example, to have separate nursing staffs or intensive 


care units for Medicare and non-Medicare beneficiaries. 


A clear and unavoidabie result then of implementing 
the New PIP reimbursement regulation will be an improper shifting 
of health care costs in violation of a fundamental principle of 


the Medicare program. 


ll. It was to avoid violating this section of the Medicare 
Act, 42 U.S.C. §1395x(v) (1) (A), that. Commissioner Ball 
included provision for working capital in his original 
promulgation of the Medicare regulations in 1966. 


- .« .our theory on this is that unless they get 
that money at the time they make the expenditure, 
they will have to either borrow working capital, 
on which we would pay the interest, or if they 
use their ow. money for that, they are actually 
losing the equivalent of interest on that money 
while they are making expenditures before we pay 
it. The result is, Senator, that I believe that 
we would be violating one of the main principles 
of the law which says we are to pay the full cost, 
so that younger people don't bear any of the cost 
of older people. Hearings at 64. 
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testimony (270a) +? make it suite clear that Medicare will 
burse the hospitals for the full amount of their interest 
capital loans. Therefore, the shifting of costs contrary 


specific terms of the statute is plainly involved in this 


Ene 


inconsistent with the present reimbursement system? 


regulations are written." (270a) 
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Although Judge Metzner stated that "the resolution of | 
the question of whether Medicare costs will be transferred to non- 
Medicare patients must await the determination of the amount of 


reimbursement" (322a), both the Medicare regulations and Jansak's 


not reim- 
on working 
to the 


case now. 


a eo In any event, it is your opinion then, ig it not, that 
the payment of 100 percent of the interest costs that might 
be occasioned by this change in regulation, would be something 


"p [by Mr. Jansak] It would be inconsistent with the way the: 


Neer SS SSS SS SSS SS SSS SP 


THE REGULATION REPEALING THE OLD PIP 
MEDICARE REIMBURSEMENT SYSTEM IS 
ARBITRARY, CAPRICIOUS AND AN ABUSE 
OF DISCRETION 


SET SE | 


The opinion below plainly implies that even if the Court 
had found the repeal of Old PIP reviewable, it would have sustained 
the promulgation of the New PIP regulation. The reasoning seems to 
be that administrative action can be sustained on a mere statement 
of reasons without any examination as to their adequacy or support 
in the administrative record. This position is clearly at odds with 


existing legal standards. 


The APA, 5 U.S.C.§706(2), provides that a reviewing court 
shall 

hold unlawful and set aside agency action, find- 

ings and conclusions found to be - (A) arbitrary, 

capricious, an abuse of discretion, or otherwise 

not in accordance with law.... 
Under the arbitrary and capricious standard,*° the reasons given by 
the agency for its action must be supported by the en’ ire administra- 


tive record. Camp v. Pitts, 411 U.S. 138, 142-143 (1973); Citizens 


13. The government's actions are challenged under the arbitrary and 
capricious standard. However, under recent cases, the standard 
of proof involved for an arbitrary and capricious determination 
in informal rule-making may not be very different from that re- 
quired in a finding of a lack of "substantial evidence". 5 U.S.C. 
§706(2) (E). Friendly, Some Kind of Hearing, 123 U. Pa. L.Rev. 
1267, 1313-14 (1975). Associated Industries of New York State, 
Inc. v. U.S. Dept. of Labor, 487 F.2d 342, 349-50 (2d Cir. 1973). 
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to Preserve Overton Park v. Volpe, supra, at 419; Securities & 
Exchange Commission v. Chenery Corp., 318 U.S. 80, 87, 93-94 (1943). 


The fact that informal rule-making is involved, as in the present 


case, does not exempt an agency from this requirement. 


Indeed the very absence of a detailed record of 
the type that would be made if an evidentiary 
hearing were held makes it advisable for the 
agency, in lieu thereof, to provide a thorough 
and comprehensible statement of the reasons for 
its decision. Where the agency's "finding is 
not sustainable on the administrative record 
made, then the...decision must be vacated and 
the matter remanded to [the agency} for further 
consideration." National Nutritional Foods 
Ass'n v. Weinberger, 512 F.2d 688, 701 (2d Cir. 1975) 
quoting Camp v. Pitts, supra at 143. 


In its examination of the regulation repealing Old PIP, the 
District Court limited itself to a determination of whether an ade- 
quate statement of reasons had been given in support of the new regu- 


lation (320a-32la). There was no consideration of whether there was 


sufficient support for these reasons in the administrative record. 


The District Court found that the government had given three 


reasons for supporting the adoption of the New PIP regulation: 


1) "Careful consideration of the introduction of 
an average 3-week payment lag into the PIP method 
demonstrated that such a lag compares favorably 
with the average lag in payment experienced by pro- 
viders reimbursed under regular interim payment 
procedures." 


2) “[{ujJnder old PIP the weekly payments were going 
to the hospitals long before the latter were paying 
their vendors." 


3) “[S]tretching out the payments within the per- 


missible period was accruing interest for the bene- 
fit of the Medicare fund." (321a) 
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None of these reasons are supported by the record before the District 


Court. 


No Inconsistency 


The first reason, that Old PIP was not consistent with 


traditional billing (215a, 216a), is hardly a reason at all. 


Nothing in the Meuicare Act or regulations suggests that 
there must be uniformity of payment dates. In fact, the phrase "not 
less often than monthly" in 42 U.S.C. §1395g suggests the opposite. 
Obviously, the Old PIP system was different from the traditional bill- 
ing procedure and this, in fact, is the very reason it was enacted 
in the first placé. The government has known this since 1968 and there- 
fore, consistency cannot have been the reason why a change was made in 
1975. Furthermore, according to Jansak's own testimony, the New PIP 
system will not be consistent with traditional billing practices 
either, since New PIP will have a three week lag while under the 


traditional system there is an average 30 day lag (203a). 


Respondents have suggested that since most of the hospitals 
in the country are able to work under the traditional billing or New 
PIP systems, the same should be true for New York City hospitals 
(215a-218a). This overlooks the fact that the voluntary hospitals 
in New York City are in a vastly different position from the hospitals 
in other parts of the country. Contrary to the situation in other 
parts of the country, most of the billing by New York hospitals 
is on a cost basis. Aboat o8% of the hospital's income comes from 
Blue Cass, Medicare and Medicaid. Each of these third party pay- 


ors reimburses hospitals on the basis of the cost of providing 


the service. This makes it imposible for the hospitals to 
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generate any working capital. In addition, New York hospitals operate 
extensive ambulatory care facilities, i.e., emergency rooms and 
clinics, which create "incredible deficits with serious cash 

flow problems" (60a). These facilities are the only source of 
health care for New York's indigent and working poor who cannot 


afford the cost of private physicians. 
Speed of Payment 


The District Court's second basis for upholding the 
validity of the new regulation was Jansak's testimony that the 
hospitals were being paid under Old PIP long before they paid 
their vendors (32la). The length of time that a hospital may 
take to pay its vendors is completely irrelevant to the issue 
before the Court. It is surely not unreasonable for the hospitals 
to ask to be paid promptly after they furnish the services. In 
relying on the time it takes to pay vendors as a reason, the 
Court was obviously assuming that any hospital which was delaying 
payment to its vendors for more than three weeks would not be in- 
jured under New PIP. This ignores the uncontradicted testimony 
that the delay in hospital payments is so great right now under 
the Old PIP system that the additional delay caused by the new 
system would either cause vendors to refuse to sell needed 
materials to the hospitals, thereby jeopardizing the quality of 
services (170a), or would raise vendor prices which would in turn 
increase the cost of hospital care (100a-10la, 180a-18la). It 
also ignores the fact that hospital payrolls which represert 


approximately 72% of operating costs are generally paid on a weekly 
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or bi-weekly basis (93a, 1l3la, 1i6a, 148a, 175a) which is incon- 


sistent with New PIP. 
Medicare Trust Fund 


It is unclear on what basis the District Court concluded 
that New PIP would produce interest for the Medicare trust fund. 
Although Jansak did testify that it would (207a, 218a), there was 
also unrefuted testimony that the new system would create interest 
expenses on working capital loans and higher vendor prices (100a-lOla, 
109a, 11l3a, 170a, 18la). These, in turn, would cause a drain on 
the fund. No comparison of the potential loss or gain to the 
trust fund was presented to the court, /4 and Jansak testified that 


the only studies examined by HEW related to traditional billing 


time (275a). 


It was therefore improper for Judge Metzner to have 
assumed that the repeal of Old PIP would create a net gain in the 
fund's assets. In effect, he took judicial notice of a fact which 


is only proper if the fact is 


not subject to reasonable dispute in that it is 
either (1) generally known within the territorial 
jurisdiction of the trial court or (2) capable of 
accurate and ready determination by resort to 
sources whose accuracy cannot reasonably be 
questioned. Federal Rules of Evidence, Rule 
201(b). 


14. In fact, when the Assistant United States Attorney attempted to 
introduce evidence into the record on the workings of the trust 
fund, the Court refused to allow it on the grounds that the 
Court would "assume the longer they [the trust fund] can hold 
on to the money, the greater interest they have on it" (225a). 
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There is nothina to indicate that either of the criteria in the 
Federal Rules exists. On the contrary, any determination of the 
effect of the repeal of Old PIP on the trust fund would require a 
complicated economic analysis including a projection of future 


hospital costs. 


The administrative record does not support promulgation 
of the new regulation. 


Presumably, the administrative record consists of comments 
received on the proposed regu. ation, which were acknowledged by Jansak 
to be generaily “unfavorable and critical" (214a),?° and studies on 
the traditional billing time(275a). There is no specific study "for 
the purpose of analyzing whether or not the PIP system should be 
changed" (275a-276a). Thus there is no factual basis in the record 
for the arguments offered by the government and accepted by the District 
Court to the effect that (1) the hospitals can and should absorb the 
additional delay inherent in New PIP and (2) New PIP would cause a gain 
to the Federal trust fund. The record therefore cannot serve as the 
basis for upholding HEW's action. Citizens to Preserve Overton Park v. 
Volpe, supra. The same is true of an additional reason in support of 
New PIP offered by the government at the hearing - that neither Blue 
Cross nor Medicaid had anything similar to PIP but instead relied on 


the traditional billing inethod (217a) . 26 


15. These unfavorable comments come from the organizations and insti- 
tutions most familiar with hospital reimbursement, namely, the 
national hospital associations, individual hospitals and Blue 
Cross (213a-214a). 


16. As shown in Point II, all of the evidence introduced into the 
record regarding payments by Blue Cross and Medicaid demonstrates 


[Footnote continued on following page] 


40 


The only reason for the promulgation of the new regulation 
considered in the administrative record is that New PIP would be more 
consistent with traditional billing than Old pip. As has already 
been shown, this is not really a reason at all but,if anything, merely 
a description of the new system. Therefore, since "the grounds upon 
which the agency acted in exercising its powers were [not] those upon 
which its action can be sustained," the new regulation should be in- 


validated. Securities & Exchange Commission v. Chenery Corp., 318 
Boe Se. FS 


If the Court feels, however, that it is necessary to have 
the traditional billing studies and unfavorable comments comprising 
the administrative record examined, this matter must be remanded to 
the District Court. Camp v. Pitts, supra, at 142-143; Silva v. 


Lynn, 482 F.2d 1282, 1283 (lst Cir. 1973); Citizens to Preserve 


Overton Park v. Volpe, supra, at 419-420. 


that both of these third party payors leave money on deposit 
with the hospitals for the express purpose of meeting working 
capital needs (7la-75a). 


Jansak, who was the government's expert (194a), did not even 
know whether tne Blue Cross Associations had any accelerated 
payment mechanism (27la). 


17. HEW cannot justify the regulation on the basis of its "experi- 
ence" unless the experience has been made part of the record 


before the reviewing court. National Nutritional Foods 


Association v. Weinberger, supra at 701, n. ll. 
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POINT IV 
THE HOSPITALS WILL SUFFER IRREPARABLE 
INJURY UNLESS AN INJUNCTION IS GRANTED 
“he uncontradicted evidence clearly shows that implemen- 

tation of the New PIP reimbursement system will create serious and 
insurmountable financial problems for the hospitals. The imple- 
mentation of New PIP requires respondents to withhold from appellants i 
appreximately $28,371,300 representing three weeks of cash flow by 


May 31, 1976 (279a-290a, 110a). When the amount to be withheld from 


the intervenor hospitals is included, this figure rises to approxi- | 
mately $34,230,600. While the extension of the date for full imple- 
mentation uatil May 31, 1976 might delay some of the disastrous 
consequences of the conversion, it will, in no way, remove them. The 
hospitals will still be denied three weeks of working capital neces- 


sary for their proper operation. 28 


While most of the hospitals will have to try to borrow to 
make up for this lost cash, there will be some hospitals which will 


be unable to do so (95a, 10la).12 Those hospitals which will be 


18. Even the Secretary of HEW recognized the "extraordinary cash flow 
problems" which adherence to the September 15, 1975 implementa- 
tion date would have created for the hospitals on Old PIP, "es- 
pecially those located in sarge urban centers" (40 Fed. Reg. 
40192 (1975) at Appendix 286a). 


» 
v 


19. Philip C. Abrams, Executive Director of the Jewish Hospital and 
Medical Center of Brooklyn, testified that his hospital, a 636 
bed hospital serving Bedford-Stuyvesant, Crown Heights and Fort 
Greene, would lose approximately $1,600,000 in cash flow (repre- 
senting three weeks of PIP payments) if it were forced to convert 
to the New PIP system (147a). Since the hospital has a current 
net working capital deficit of approximately $5,000,000, it would 


[Footnote continued on following page] 
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unable to borrow the additional funds necessitated by the conversion 


to New PIP will have to try to delay payments to their vendors which, 


be unable to botrow additional funds to make up this new loss in 
cash flow (145a, 148a). Mr. Abrams stated that the banks, in 
reaching the decision not to lend additional funds, had already 
taken into consideration the revenues generated by the three major 
third party payors, namely Medicare, Medicaid and Blue Cross 
(148a). Since it did not appear likely that the hospital would 

be able to delay payments either to its unions or major vendors, 
Mr. Abrams indicated that he wouJi have no choice but to cut back 
on vital hospital services (147a, 149a, 150a). 


Leo Hellman, Director of Fiscal Services for Peninsula Hospital 
Center, a 270 bed hospital in Far Rockaway, testified that the 
effect of the New PIP system on his hospital would be "an absolute 


disaster" (169a). Since the hospital's present weekly PIP payment 
is $147,500, it would lose $442,500 in cash flow by May 31, 1976 
(168a). Mr. Hellman explained that Peninsula would be unable to 


borrow the money because at the present time it has an outstanding 
working capital loan of $1.2 million which contains a provision 
prohibiting any further borrowing (169a, 170a). In order to pre- 
vent the hospital from having to cut back on services, 60% of which 
are rendered to Medicare patients, Mr. Hellman felt that he would 


probably have to extend our vendor payments which 
presently is at 110 days to something well over six 
or seven months which in turn would probably mean a 
cut off of supplies. If that did not happen, if they 
were kind enough to give it to us, it would mean a 
substantial increase in price for all our goods. 


* * * * 


In addition, we would probably have to hold back 
payments from our own union from the employees 
which I dare say in past years has caused a lot of 
rumbling and could precipitate a walkout. We would 
probably have to hold back payments for the Federal 
Government for withholding taxes. (170a), 


Peter B. Terenzio, Executive Vice President of Roosevelt Hospit. , 
which serves the west side of Manhattan, testified that his hos 
pital would not be able to borrow the $650,000 necessary to make 
up for the three weeks cash flow loss that would be produced by 
the New PIP system (18la). The reason for this is that the 
hospital has no further collateral which can be offered as secur- 
ity (18la) and a negative working capital position in excess of 
$2.2 million (179a). Terenzio indicated that the burden of the 


[Footnote continued on following page] 
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as the uncontradicted testimony shows, will result in higher prices 
and increased hospital costs. In many cases the hospitals will have 
no choice but to cut back on vital services (147a, 149a, 150a, 170a, 


17la). 


Even in the case of those hospitals that are able to borrow, 
however, Medicare will reimburse them only for the portion of the 
interest costs equal to that percentage of their patient days repre- 


sented by Medicare patient days. 42 U.S.C. §1395x(v) (1) (A); 20 


C.F.R. §§405.402, 405.403, 405.405, 405.453. Thus, a large portion 


loss in working capital would therefore have to be forced onto 
the hospital's vendors. 


We are at somewhere over 90 days, and creeping up to 
120 and this would push, I'm sure, into 120 days be- 
cause the outstanding receivables, 4.5, outstanding 
payables about $4.5 million, and this would add another 
$600,000 to that amount. 


* * * ” 


We were sued by Con Ed, and had to make a nice set- 
tlement from Con Ed's point of view, and a disastrous 
one from ours. 


We comprorised and agreed to pay current billings and 
work off the old debt of $800,000 at the rate of 
$100,000 a month tacked onto the current bill. We 
have to keep that up to date or they claim they will 
turn the lights off. 


* * * * 


I'm convinced that we are paying higher prices for 
some of the items because we are slow pay.... 


Q. Higher price results in higher operating cost 
for you, don't they? 


A. Yes, sir. (180a, 18la). 
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of their interest costs will not be compensated for by Medicare. 
Judge Metzner took the position that the percentage of the interest 
which HEW would reimburse could not be determined at this time. 
This is clearly incorrect as we have shown in our discussion on the 


shifting of costs to non-Medicare beneficiaries (pp. 32-34, supra). 


Neither Blue Cross nor Medicaid, the two other third-party 
payors, which together with Medicare supply almost 588 of the income 
of New York City hospitals ga), will pick up the remaining interest 
on a hospital's working capital loan since their rates are determined 
prospectivelv, i.e., prior to the year to wiich they apply. N. Y. 
Public Health Law §2807; 10 NYCRR Part s6.*° Thus, the interest 
expense which will occur in 1976 due to the loans that will be neces- 
sitated by the conversion to New PIP will, in no way, be reflected 
in the 1976 reimbursement rate. Whatever part of that interest ex- 
pense is not reimbursed by Medicare must somehow be absorbed by the 
hospitals, thereby necessitating the borrowing of even more money or 


the curtailing of services to the public. 22 


20. In substance prospective reimbursement takes the hospitals' 
reimbursable operating expense figures for a base year two 
years prior to the rate year, and projects them forward to 
the rate year by the use of certain projections and indices. 
(For a discussion of the prospective reimbursement method 


see Presbyterian Hospital v. Ingraham, 48 AD 2d 491 (lst 
Dept. 1975).) 


21. ‘fhe Montefiore Hospital situation is illustrative of the dis- 
astrous effect the conversion to New PIP will have. Under 
the best of circumstances, this hospital will have to borrow 
more than $2,6.\),000 and pay interest at the sate of 8% or 
9% per annum (110a). This would result in an increase in the 
cost of health care of about $216,000 per annum at this 


[Footnote continued on following page] 
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Respondents suggest that Medicare would not be responsible 


for any injury resulting from the implementation of the New PIP 


system because the increased financial pressure which such imple- 
mentation would entail would be only one of many affecting the hos- 
pitals (76a, 77a, 154a, 155a). However, this argument overlooks 
the fact that the injury complained of in this action is caused 


only by respondents' actions. As stated by Judge Metzner: | 


This loan is being caused by your [Medicare's] 
action and nobody else's (243a). 


In discussing the interest cost which would be incurred 
by the hospitals, Judge Metzner had stated earlier to the Govern- 


ment's witness: 


Why should they pass it on if you caused it? 
Why couldn't you pay for what you caused? 
That is what this case is all about (163a). 


institution. Moreover, despite the fact that the increased 
cost is due solely to the acts of Medicare, Medicare will 

pay only about 45% of the interest. Due to the manner in 
which prospective reimbursement operates, Blue Cross and Medi- 
caid will not include the remaine2r of the interest expense 
in their re-es until 1978. That portion of the interest ex- 
pense o. 1976 and 1977 which is not borne by Medicare will 
have to .e absorbed by the hospital. The only way the hos- 
pital can do this is by eliminating services «nd by trying 
to extend the time in which it pays its vendcys (1l3a). But, 
as has been demonstrated, delay in payment of vendors re- 
sults in higher prices which further fuel the upward spiral 
of medical costs (100a, 10la, 170a, 181la). 
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CONCLUSION 


For the reasons stated above, the Order of the District 


Court dismissing the complaint should be reversed 


Respectfully submitted, 


Jacob Imberman 
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Toby R. Hyman 
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ADDENDUM 


STATUTES AND REGULATIONS INVOLVED 


The Administrative Procedure Act, 5 USC §701 provides in 


relevant part: 


§701. Application; definitions 


aD This chapter applies, according to the pro- 
visions thereof, except to the extent that-- 


(1) statutes preclude judicial review; or 


(2) agency action is committed to agency 
discretion by law..." 


The Administrative Procedure Act, 5 USC §706 provides: 


§706. Scope of review 


"To the extent necessary to decision and 
when presented, the reviewing court shall decide all relevant ques- 
tions of law, interpret constitutional and statutory provisions, and 
determine the meaning or applicability of the terms oi an agency 
) action. The reviewing court shail-- 


(1) compel agency action unlawfully with- 
held or unreasonably delayed; and 


(2) hold unlawful and set aside agency 
: action, findings, and conclusions found to be-- 


(A) arbitrary, capricious, an abuse 
of discretion, or otherwise not in accordance 
with law; 

(B) contrary to constitutional right, 


power, privilege, or immunity; 


(Cc) in excess of statutory jurisdiction, 
authority, or limitations, or short of statutory right; 
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(D) 
quired by law; 


without observance of procedure re- 


(E) unsupported by substantial evidence 
in a case subject to sections 556 and 557 of this 
title or otherwise reviewed on the record of an 
agency hearing provided by statute; or 


(F) unwarranted by the facts to the 
extent that the facts are subject to trial de novo by 
the reviewing court. 


In making the foregoing determinations, the 
court sha'l review the whole record or those parts of it cited by a 
party, and due account shall be taken of the rule of prejudicial 
error." 


The Social Security Act provides at 42 U.S.C. §1302: 
§1302. Rules and regulations 


"The Secretary of the Treasury, the Secretary 
of Labor, and the Secretary of Health, Education, and Welfare, re- 
spectively, shall make and publish such rules and regulations, not 
inconsistent with this chapter, as may be necessary to the efficient 
administration of the functions with which eac™ is charged under this 
chapter." 


The Medicare Act, 42 USC §1395 et seg. provides in relevant 


part: 


§1395f 


-+-"(b) The amecunt paid to any provider of 
services with respect to services for which pay- 
ment may be made under this part shall, subject 


to the provisions of section 1395e of this title, 
be - 


(1) the lesser of (A) the reasonable 
cost of such services, as determined under 
ser.tion 1395x(v) of this title, or (B) the 
customary charges with respect to such 
services; or 


(2) if such services are furnished 
by a public provider of services free of 
charge or at nominal charges to the public, 
the amount determined on the basis of 
those items (specified in regulations 
prescribed by the Secretary) included in 
the determination of such reasonable cost 
which the Secretary finds will provide 
fair compensation to such provider for 
such services." 


§ 1395g. Payment to providers of services 


"The Secretary shall periodically determine 
the amount which should be paid under this part to 
each provider of services with respect to the ser- 
vices furnished by it, and the provider of services 
shall be paid, at such time or times as the Secretary 
believes appropriate (but not less often than monthly) 
and prior to audit or settlement by the General Ac- 
counting Office, from the Federal Hospital Insurance 
Trust Fund, the amounts so determined, with necessary 
adjustments on account of previously made overpayments | 
or underpayments; except that no such payments shall 
be made to any provider unless it has furnished such 
information as the Secretary may request in order to 
determine the amounts due such provider under this 
part for the period with respect to which the amounts 
are being paid or any prior period." 


§ 1395x(v) (1) (A) 


"The reasonable cost of any services shall be 
the cost actually incurred, excluding therefrom any 
part of incurred cost found to be unnecessary in the 
efficient delivery of needed health services, and 
shall be determined in accordance with regulations 
establishing the method or methods to be used, and 
the items to be included, in determining such costs 
for various types or classes of institutions, agencies, 
and services; except that in any case to which para- 
graph (2) or (3) applies, the amount of the payment 
determined under such paragraph with respect to the 


services involved shall be considered the reason- 
able cost of such services. In prescribing the reg- 
ulations referred to in the preceding sentence, the 
Secretary shall consider, among other things, the 
principles generally applied by national organiza- 
tions or established prepayment organizations (which 
have developed such principles) in computing the 
amount of payment, to be made by persons other than 
the recipients of services, to providers of services 
on account of services furnished to such recipients 
by such providers. Such regulations may provide for 
determination of the costs of services on a per diem, 
per unit, per capita, or other basis, may provide for 
using different methods in different circumstances, 
may provide for the use of estimates of costs of par- 
ticular items or services, may provide for the estab- 
lishment of limits on the direct or indirect overall 
incurred costs or incurred costs of specific items 

or services or groups of items or services to be rec- 
ognized as reasonable based on estimates of the costs 
necessary in the efficient delivery of needed health 
services to individuals covered by the insurance pro- 
grams established under this subchapter, and may pro- 
vide for the use of charges or a percentage of charges 
where this method reasonably reflects the costs. Such 
regulations shall (i) take into account both direct and 
indirect costs of providers of services (excluding there- 
from any such costs, including standby costs, which 
are determined in accordance with regulations to be 
unnecessary in the efficient delivery of services 
covered by the insurance programs established under 
this subchapter) in order that, under the methods of 
determining costs, the necessary costs of efficiently 
delivering covered services to individuals covered by 
the insurance programs established by this subchapter 
will not be borne by individuals not so covered, and 
the costs with respect to individuals not so covered 
will not be borne by such insurance programs, and (ii) 
provide for the making of suitable retroactive cor- 
rective adjustments where, for a provider of services 
for any fiscal period, the aggregate reimbursement 
produced by the methods of determining costs proves 
to be either inadequate or excessive." 
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The Medicare Regulations governing reimbursement (20 CFR 


§ 405.401 Introduction. 


(a) Under the healih insurance pvro- 
gram for the ased and disacled, the 
ainount paid to any provider of services— 
ie., hospital, szilled mursing facility, or 
home pneailth agency—for the covered 
services furnis!:ed to beneficiaries is re- 
cuired by section 1814(b) and sectiou 
1833(a) (2) of the Act to be the reasona- 
ble cost of such services subiect to the 
provisions of §$465.455 and 495.460. 

(b) These principles os reimbursement 
and the related policies described in this 
subpart establish the guidelines end pro- 
cedures to be used by institutional pro- 
viders, fiscal intermediaries, and the 
Social Security Administration in deter- 
mining reasonable cost. 

(c) The principles of reimbursement 
are to be anplicd on behalf cf the pro- 
even by public an? private orranizations 
and agencies acting as fiscal intermedi- 
aries in the payment of ciaims. These 
organizations and ugencies ere selected 
afler nomination by groups or associa- 
tions of hosnita!s. Skilled nursing facili- 
ties and home heaith agencies may simi- 
larly nominate such intermediaries. The 
fiscal intermediaries #re responsible for 
paying the bills of beneficiaries for cov- 
ered services received in participating 
hospita!s and other institutions under the 
medicare program. A provider may deal 
directly with the Social Security Admin- 
istration, in which cxse the same prin- 
ciples are to be used in making payment 
for services. 
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405.401 et seg.) provide in relevant part: 


(d) In consideration of the wide vart- 
ations in size and scope of services of 
providers and regione! differences that 
exist, the principles are flexible cn many 
points, ‘They offer certain alternatives 
and options designed te fit individual 
circumstances and to allow time for those 
providers who do not already coilect the 
statistical and financial data necessary 
for the reporting of costs to develop the 
necessary records. 

(e) An important role of the fiscal in- 
termediary, in addition to claims proc- 
essing and payment, and other assigned 
responsibilities, is to furnish consulta- 
tive services to providers in the develop- 
ment of accounting and cost-finding pro- 
cedures which will assure them equitable 
payinent under the program. 
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§ 405.402 Cost reimbursement; general, 


(a) In formulating methods for mak- 
ing feir and equitable veimburse:nent for 
services rencered beneficiaries of the »ro- 
gram, payment is to be mace on the tesis 
of current costs of the individual pro- 
vider, rether thar costs of a past period 
or a fixed nezotiated rate. All necessary 
and broper expenses of an institution in 
the production of services, including nor- 
mal standby costs, ere recognized. Fur- 
thermore, ine share of the total in- 
stitutional cost that is berne by the pro- 
gram is related to the care furnished 
beneficiaries so that no part of their cost 
would need to be borne by other patients. 
Conversely, costs attributable to other 
patients of the institution are not to be 
borne by the program. Thus, the apvli- 
cation of this approach, with appropri- 
ate accounting support, will result in 
meeting actual cosis of services to bene- 
fictaries as such costs vary from institu- 
tion to institution. However, payments to 
‘providers of services for services 
rendered health insurance program ben- 
eficiaries are subject to the provisions of 
$§ 405.455 and 405.450. 

(b) Putting these several points to- 
gether, certain tests have been evclved 
for the principles of reimbursement and 
certain goals have been established that 
they should be designed to iccomplish. 
In general terms, these cre the tests or 
objectives: 

(1) That the methods of reimburse- 
ment should result in current payment 
so that institutions will net be disad- 
vantaged, as they sometimes are wider 
other arransements, by having to put 
up money for the purchase ef goods and 
services well before they receive reim- 
bursement. 

(2) That, in addition to current par- 
ment, there should be retroactive adjust- 
ment so that increases in cosis are taken 
fully into account as they actually oc- 
curred, not just prospectively. 

(3) That there be a division of the 
allowable costs between the beneficiaries 
of this program and the other patients 
of the provider that takes account of the 


actual use of services by the beneficiaries 
of this program and that is fair to cach 
provicer individually. 

(4) That there be sufficient flexibility 
in the mcthocs of reimbursement to be 
used, particularly at the beginning of the 
program, to take account cf the great 
differences in tie present state of de- 
velopment of recordkeeping. 

(S) That the principtes should result 
in the equit~dle treatment of both non- 
profit orgaiazations and profitumaking 
organizations. 

(6) That there should be a recogni- 
tion of the need of hospitals and other 
providers to keep pace with yrowing 
needs and to make improvements. 

(c) As forrnulated herein, the princi- 
ples give recognition to such factors as 
depreciation, interest, bad deb:is. educa- 
tiona) costs, compensation of owl ers, and 
an allowance for a reasonable return on 
equity cacital of proprietary facilities. 
With respect to ailowsble costs some 
items of inclusion and exclusion are: 

(1) An appropriate part of the net cost 
of approved educational aciiv: ics will be 
included. 

(2) Costs incurred for research pur- 
Poses, over and above usual patient care, 
will not be included. 

(3) Grants, gifts, and income frem 
endowments will not be deducted from 
operating costs unless they are desig- 
nated by the donor for the payment of 
specific operating costs. 

(4) The value of services provided by 
nonpaid workers, as members of an orga- 
nization (including services of members 
of religious orders) having an agrcement 
with the provicer to furnish such serv- 
ices, is includable in the amount that 
would be paid others for simiiar work. 

(5) Discounts and allowances received 
on the purchase cf goods or services are 
reductions of the cost to which they 
relate. 

(6) Bad debts growing out of the fail- 
ure of 2 beneficiary to pay the deductible, 
or the coinsurance, will be reimbursed 
(after bona fice efforts at collection). 

(7) Charity and courtesy ellowances 
are not ircludable, although “fringe 
benefit” allowances for employees under 
a formal pian will be includable as part 
of their compensation. 

(8) A reasonable allowance of com- 
pensation for the services of owners in 
profitmaking organizations will be al- 
lowed providing their serviccs are ectu- 


" ally performed in a necessary function. 
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fd) In developing these principles of 
reiinbursement for the health insurance 
program, all of the considerations in- 
herent in allowances for depreciation 
were studied. The principles, as pre- 
sented, provide options to meet varied 
situations. Deprecintion will essentially 
be on an historical cost basis but since 
many institutions do not have odequate 
records of old asscts, the principles pro- 
vide an optional allowance in lieu of 
such Gepreciation for assets acquired be- 
fore 1966. For assets acquired after 1965, 
the historical cost basis must be used. 
All assets actually in use fer production 
of services for title 3-VIII beneficiaries 
will be reecgnized even though they may 
have been fully or partially depreciated 
for other purposes, Assets financed with 
public funds may be depreciated. Al- 
though funding of d-preciation is not 
required, there is an inccntive for it since 
income from funded depreciation is not 
consicered as an o'fset which must be 
taken to reduce the inicrest expense that 
is allowable as a program cost. 

(e) [Reserved] 

(f) A return on the equity capital 
of proprietary facilities is an ellowable 
cost in profit-making orzanizations. 
The rate of return mzy net exceed one 
and one-half times the average long- 
terni rate of interest on obligations {s- 
sued for purchase by the Fcdera! Hospital 
Insurance Trust Fund. 

(g) The Social Security Administra- 
tion is authorized to issue temporary in- 
structions modifving the provisions of 
this subpart to the extent it finds appro- 
priate for cost reporting periods ending 
after June 30, 1273, in order to imple- 
ment sections 201 (Coverage for Disa- 
bility Beneficiaries Under Medicare) and 
29ST (Chronic Renal Disease Considered 
to Constitute Disability) of Pub. L. 92- 
603. In so doing. rules may be developed 
for establishing limits on costs and serv- 
ices above which reim>ursement shall be 
made only upon appropriate justification 
j31 F.P. 14808, Nov. 22, 1966. a- amended at 
25 FR 12330, Aug. 1, 1979: 38 FR 17211, June 
29, 1973; 39 FR 20165, June 6, 1974! 


3 405.103 Apportionment of allowable 
costs, 

(a) Consistent with prevatl'ng prac- 
tice where third-party organ.2ations nay 
for health care cn 9 cost hesis, reim- 
bursement under the title XVII health 
insusance program involves a determi- 
nation of (1) each provicer’s allowable 
costs for producing services, and (2) the 
share of these costs which ts to be borne 
by title MVILI. “The provider's costs are 
to be determined in accordance with the 
princimles res ved in the preceeding dis- 
cussion relitiny to etlows costs; “he 
share to be borne by title XVIU is to be 
deermined in aceeraance ‘with princi- 
ples relating to apport ninent cf cos*. 

tb) Inthe study anc consiceration de- 
voted to the method of apportionns 
costs, the ebiective pes been ta adspt 
methods fov use under title KVITI of the 
Act. that would, to the extent reasonably 
possible, result in the ram’s share of 
a provider's total allownble costs being 
the seme as the progran’s sare of the 
provider's tae) services. This result Js 
essential for carrying cut the staturory 
directive tbat the program's pay ments to 
providers shovld be such that the costs 
of covered services for bencficiaries wouid 
not be passcd on to nonbeneficicries, nor 
would the cost of services for nontene- 
ficiaries be borne by the program. 

(ec) A busic factor bearing upon ap- 
portionment cf costs is that title XVIII 
bencficiaries are not a cross s°etion efthe 
total population. Nor will they consti- 
tute a cross section of ail patrents re- 
ceiving services fromm most of the pro- 
viders that participate in the prozram. 
Availalie evidence shows that the use 
of services by persens are 65 and over 
differs significantly from other groups. 
Consequently, the objective soucht in the 
determination of the tit!e XVIII share 
of a provider's total ccsts means that 
the methods used for apnortionment 
must take into aceount the differences 
in. the emount of services received by pa- 
tients who are beneficicries and other 
patients served by the pro‘ider. 

(da) The mcthod of cost reimburse- 
nent most widely used at the present 
ume by third-party purchasers of in- 
patient hosnital care apportions a pro- 
vider’s totnl costs amonm e@raups £ ed 
on the basis of the relative number of 
days of care used. This method, com- 
monly referred to as avecraze per diem 
cost, does net take into account varia- 
tions in the nrnount of service which a 
day of care niay represent and thereby 
assumes that. the patients for whom 
payment is made on this basis are 
averare in their use of scrvice. 

(e) In econsiderint the averare per 
diem method of apportioning cost for 
wee under the program, the difficulty 
encountered {fs that the preponderance 
of presently evatlable evidence strongly 
indicates that the over-65 patient is not 


typical from the standpoint of average 
per diem cost. On the average he stays 
{n tiie hospital twice as long and there- 
fore the ancillary services that he uses 
nie averaged over the longer period of 
time, resulting im an average per diem 
cost for the aged alone, significantiv be- 
low the averace per diem for ali patients. 

(f) Moreover, the relative use of serv- 
ices by aged patients as compared to 
other patients differs significantly emong 
institutions. Consequently, corsidera- 
tions of equity atmong institutions are 
involved es well as that of effectiveness 
of the apportionment method under the 
program in eccomplishing the objective 
of paving each provider fully, but only, 
for services to beneficiaries. 

(cg) A further consideration of jlong- 
range importance is that the relative use 
of services by aged and other patients 
can be expected to change, possibly to a 
sienificant extent in future years. The 
ability of apportionment methods used 
under the program to reflect suth change 
is an element of ficxibility which has 
been regarded as importent in the formu- 
lation of the cost refmbursement prin- 
ciples. 

(b) An alternative to the relative 
number of days of care as a basis for 
apporcioning costs ts the relative amount 
of charges billed by the provicer for 
services to patients. The amount of 
cherzes is the basis upon which the cost 
of hespital care fs distributed among pa- 
tients who pay drect!y for the services 
they receive. Payment for services on 
the basis of charges appiles generally 
under insurance programs where indi- 
viduals are Indemnified for incurred ex- 
pense, a form of health insurance widely 
held throughout the Naticn. Also, 
churges to patients are commonly a fac- 
tor in determining the amount of pay- 
ment to hospitals under tnsurance pro- 
grams providing service Denefits, many 
of which pay “costs or charges. which- 
ever is teas” and some of which pay ex- 
clusively on the basis of charges. In all 
of these instances, the proviccr’s own 
charre structure al.1 method of itemiz- 
ing services for the purpose of assessing 
charges is utiiized as 8 r -asure of the 
amount of services recei | and as the 
besis for allocating respounsibiiity for 
payment among those receiving the pro- 
vider’s services. 

() An tnereasing number of third- 
party purchasers who pay for services on 
the basis of cost are developins methods 
which utilize charges to measure the 
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f 
' 
amount of services for which they have 
responsibility for payment. In this ap- 
pronch, the amount of charges for such 
services ¢5 @ preportion of the provider's 
total charees to all pcaticnts is use 
termine the peuporiion of the provicer's 
total costs lor wh.ch the third-party pur- 
chaser fs aimes responsibility. The aps 
preach is subject to numerous var 
tions. It can be applicd to the total o 
charges for wi services combined or i 
can be applied 19 compenents of th 
Provider's activities for which th 
amount of costs and cherges are ascer 
tained thrmigh a breakdown of dat 
from provide:'’s accountng records, 
(j) For the application of the ar 
proach to components, which represen 
types of services, the breakdown of tota 
costs is accomplished by “cost-finding’ 
techniques under whicn {ndirect cost 
and nonrevenue activitizs are allocated 
to Tevente producing comnonents for 
which charges are made as services are 
rendered. 
[31 PR. 14809, Nov. 22, 1966] 
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§ 405.405 Payments to providers; gen- 
eral. 


(a) The fiseal iIntermediarics will 
establisn a basis for interim payments to 
each provider. Tnis may be cone by one 
of several methods. Where an inter- 
mediary is already paying th? provider 
on a cost basis, the intermediary can aGc- 
just its rate of payment to an estiraate of 
the result under the title XVIII princi- 
ples of reimbursement. Where no or- 
ganization is paying the provider on a 
cost basis, the intermediary can obtain 
the previous year's financia! statement 
from the provider and, by applying the 
principles of reimbursement, compute ot 
approximate an appropriate rate of paye 
ment. The interim payment may be 
related to the last year’s aversge per 
dicm, or to charges, or to any cther 
ready basis of approximating costs. 

(b) At the end of the prriod, the 
actual zpportionment, based on the cost 
finding and apnortionment methods se- 
lecied by the provider, will determine the 
title XVITI reimbursement for the actual 
services provided to beneficiaries during 
the period. 

(c) Basicaily, therefore, interim pay- 
ments to providers will be made for serv- 
fces throughout the year, with final 
settiement on a retroactive bas‘s at the 
end of the accounting pericd. Interlin 
payments will de mude as oftem as pos- 
sible and in no event less frequently than 
once & month. The retroactive pay- 
ments will take fully into account the 
custs that were actually incurred and 
settic on an actual, rather than on en 
estimated basis. 

(31 FR 14810, Nov. 22, 1966, as amended at 
38 FR 14093, May 29, 1973] 
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§ 405.451 Cost related to patient care. 


(a) Principle. All payments to pro- 
viders of services must be based on the 
reasonable cost of services covered under 
title XVIII of the Act and related to the 
care of beneficiaries. Reasonable cost in- 
cludes all necessary and proper costs in- 
curred in rendering the services, subject 
to principles relating to specific items of 
revenue and cost. However, for cost re- 
porting periods beginning after Decem- 
ber 31, 1973, payments to providers of 
services are based on the lesser of the 
reasonable cost of services covered under 
title XVIII of the Act and furnished to 
program beneficiaries or the customary 
charges to the general public for such 
services, as provided for in § 405.455. 

(b) Definitions-—(1) Reasonable Cost. 
Reasonable cost of any services must be 
determined in accordance with regu- 
lations establishing the method or meth- 
ods to be used, and the items to be in- 
cluded. The regulations in this subpart 
take into accovnt both direct and in- 
direct costs of providers of services. 
The objective is that under the methods 
of determining costs, the costs with 
respect to individuals covered by the 
program will not be borne by individuals 
not so covered, and the costs with respect 
to individuals not so covered will not 
be borne by the prog.am. ‘These regu- 
lations also provide for the making of 
suitable retroactive adjustments after 
the provider has submitted fiscal and 
statistical reports. The retroactive ad- 
justment wil represent the difference 
between the amount received by the 
provider during the ycer for covered 


services from both title XVIII and the 
beneficiaries and the amount determined 
in accordance with an accepted method 
of cost apportionment to be the actual! 
cost of services rendered to beneficiaries 
during the year. 

(2) Necessary and proper costs. Nec- 
essary and proper costs are costs which 
are appropriate and helpful in develop- 
ing and maintaining the operation of 
patient care facilities and activities. 
They are usually costs which are com- 
mon ard accepted occurrences in the 
ficld of the provider's activity. 

(c) Application. (1) It is the intent 
of title XVIII of the Act that pr,ments 
to providers of services should be fair 
to the providers, to the contributors to 
the health-insurance trust funds, and to 
other patients. 

(2) The costs of providers’ services 
vary from one provider to another and 
the variations generally refiect differ- 
ences in scope of services and intensity of 
care. The provision in title XVIII of the 
Act for payment of reasonable cost of 
services !s intended to meet the actual 
costs, however widely they may vary 
from one institution to another. ‘This ts 
subject to a limitation where a particular 
institution's costs are found to be sub- 
stantially cut of line with other institu- 
tions in the same area which are similar 
in size, scope of services, utilization, and 
other relevant factors. 

(3) The determination of reasonable 
cost of serviccs must be based on cost 
related to the care of beneficiaries of title 
XVIII of the Act. Reasonable cost in- 
cludes ali necessary and proper ex: 
penses incurred in rendering services, 
such as administrative costs, mainte- 
nance costs, and premium payments for 
employee health and peusion plans. It 
includes both direct and indirect costs 
and normal standby costs. However, 
where the provider's operating costs in- 
clude amounts no. related to patient 
care, specifically not reimbursable under 
the program, or flowing from the pro- 
vision of luxury items or services (that is, 
those items or services substantially in 
excess of or more expensive than those 
generally considered necessary for the 
provision of needed health services), such 
amounts will not be allowable. The re 
sonabie cost basis of reimbursement con- 
templates that the providers of services 
would be reimbursed the actual costs of 
providing quality care however widely the 
actual costs may vary {from provider 


to provider and from time to time for 
the same provider. 

{31 FR 14816, Nov. 22, 1966, as amended at 
37 FR 10354, May 20, 1972: 39 FR 1€883, 
May 10, 1974] 


§ 405.452 Determination of cost of 
services to bene ficiaries. 

(a) Principle for cost reporting peri- 
ods starting before January 1, 1972. 
Total allowable costs of a provider shall 
be apportioned between program benefi- 
ciaries and other patients so that the 
share borne by the program is based upon 
actual services received by program bene- 
ficiaries. To accomplish this apportion- 
ment, for cost reporting periods start- 
ing oefore January 1, 1972, the provider 
shall have the option,of either of the 
two following methods: 

(1) Departmental Method. The ratio of 
beneficiary charges to total patient 
charges for the services of each depart- 
ment is applied to tl:e cost of the de- 
partment, taking into account, to the ex- 
tent pertinent, for services provided 
nursing salary cost differential. (See 
§ 405.430 for definition and application 
after June 30, 1969, an inpatient routine 
of this differentiai.) 

(2) Combination Method. The cost of 
“routine services” for program benefi- 
ciar's:; is determined on the basis of 
average cost per diem of these services, 
taking into account, to the extent perti- 
nent, for services provided after June 30, 
1969, an inpatient routine nursing sal- 
ary cost differential (see § 405.430 for 
definition and application of this dif- 
ferential). To this amount is added the 
cost of ancillary services used by bene- 
ficiaries, determined by apportioning the 
total cost of ancillary services on the 
basis of the ratio of beneficiary charges 
for ancillary services to total patient 
charges for such services. 

(b) Principle for cost reporting peri- 
ods starting after December 31, 1971. 
Total allowable costs of a provider shall 
be apportioned between program bene- 
ficiaries and other patients so that the 
share borne by the program is based 
upon actual services received by pro- 
gram beneficiarics. For cost reporting 
periods stating after December 31, 1971, 
the methods of apportionment are de- 
fined as follows: 

(1) Departmental Method. The ratio 
of beneficiary charges to total patient 
charges for the services of each ancillary 
department is applied to the cost of the 
department; to this is added the cost of 


routine services for program benefici- 
aries, determined on the basis of a sepa- 
rate average cost per dicin for general 
routine patient care arcas, taking into 
account, to the extent pertinent, an in- 
patient routine nursing salaiy cost dif- 
ferential (see § 405.430 for definition and 
application of this differential), and in 
hospitals, a separate average cost per 
diem fcr each intensive care unit, coro- 
nary care unit, and other special care 
inpatient hospital units. 

(2) Combination Method. The cost of 
routine services for program benefici- 
aries is determined on the basis of a 
separate average cost pe. diem for gen- 
eral routine patient care areas, taking 
into account, to the extent pertinent, an 
inpatient routine nursing salary cost dif- 
ferential (see § 405.430 for definition and 
application of this differential), and in 
hospitals, a separate average cost per 
diem for the aggregate of intensive care, 
coronary care, and other special care 
inpatient hospital units. To this amount 
is added the cost of ancillary services 
used by beneficiaries, determined by ap- 
portioning the total cost of ancillary 
services excluding delivery room costs, 
on the basis of the ratio of beneficiary 
charges for ancillary services to total 
patient charges for such services exclud- 
ing charges for delivery room. 

(c) Availability of apportionment 
methods for cost reporting periods siart- 
ing after December 31, 1971. For cost 
reporting periods starting after Decem- 
ber 31, 1971, providers shall use the ap- 
plicable apportionment method indicated 
as follows: 

(1) Hospitals having less than 100 
beds. Any hospital having less than 100 
beds, certified and noncertified, on the 
first day of its cost reporting period must 
use the Combination Method of appor- 
tionment. Where the combined bed ca- 
pacity of a hospital-skilled nursing facil- 
ity complex is less than 100 beds, the 
Combination Method shall be used by 
both components. 

(2) Other hospitais. Any hospital or 
hospital-skilled nursing facility complex 
having 109 or more beds, certified and 
noncertified, on the first day of its cost 
reporting period must use the Depart- 
mental Method of apportionment. 

(3) Skilled nursing facilities. Skilled 
nursing facilities, regardless of bed size, 
must use the Combination Method of 
apportionment, except as specified in 
subparagraph (2) of this paragraph. 
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(d) Definitions—(1) Apportionment. 
Apportionment meens an allocation or 
distribution of allowable cost between the 
beneficiaries of the health insurance pro- 
grain ond other patients. 

(2) Routing services. Routine services 
means toe regular room, dieta:y, and 
nursing services, minor medical and su 
gical supplies, and the use uf equipment 
and facilities for which a separate charge 
is not custemearily made. 

(3) Ancillary services. Ancillary serv- 
Ices or special services are the services 
for wich charges are customarily made 
in addition to routine services. 

(4) Charges. Charges refer to the 
regular rates for various services which 
are charged to both beneficiaries and 
other paying patients who receive the 
services. Implicit in the use of charges 
as the basis for apportionment is the 
objective that charres for services be 
related to the cost of the services. 

(5) Cost. Cost refers to reasonable cost 
as described in § 405.45!. 

(6) Ratio of beneficiary charges to 
total charges on a departmental basts. 
Ratio of beneficiary charges to total 
charges on a departmental basis, as ap- 
plied to inpatients, rneans the ratio of 
inpatient charges to beneficicries of the 
health insurance program for services of 
@ revenue-prodicing department or cen- 
ter to the inpatient charyves to all in- 
patients for that center during en 
accounting period. After cach revenue- 
producing center's ratio is determined, 
the cost cf services rendered to bene- 
ficiaries of the health insurance program 
is computed by applying the individual 
ratio for the center to the cost of the 
related center for the period. 

(7) Average cost per diem for routine 
services. With respect to cost reporting 
periods stariing before January 1, 1972, 
average cost per diem for routine services 
means the amouvt computed by dividing 
the tota) allowable inpatient cost for 
routine services by the total number of 
inpaticnt days of care (excluding new- 
born days wheiv nursery costs sre ex- 
cluded from 1outine service costs) ren- 
dered by the provider in the accounting 
period. With respect to cost reporting 
perlods starting after December 31, 1971, 
average cost per cicin for gcreral routine 
services means the amount computed by 


divid'ng the total allowable inprtient cost 
for routine services (excluding the cost 
of service “ovided in intensive care 
units, y care uniis, and other 
special cz ipatient hospital units us 
well as nursery costs) by the totu] uum- 
ber of inpatient days of care (excludirg 
days of care in intensive care uruts. 
coronary care units, and other special 
care inpatient hospital units anc new- 
born Gays) rendered by the provider in 
the accounting period. 

(2) Average cost per diem for hospital 
special care units. Average cost per dicin 
for intensive care units, coronary care 
units, and cther suecial care inpatient 
hospital units us defined in submaragrapy 
(10) of this p2racraph means the amount 
computed hy dividing the total allowable 
costs for routine services in each (see 
paracraph (b) (1) of this section), or the 
ageregate (see paragraph (b)(2) of this 
secticn), of these units by the total! num- 
ber of inpatient days of care remdered 
in each or the aggrecate of these units. 

(9) Ratio of beneficiary charges for 
ancillary services to total charges for 
ancillary services. With respect to cost 
reporting years starting before January 1, 
1972, the ratio of beneziciary charges for 
ancillary services to total charges for 
ancillary services, as applied to in- 
patients, mcans the ratio of the total 
inpatient charges for covered ancillary 
services rendered to beneficiaries of the 
health insurance prograin to the total 
inpatient charges for ancillary services to 
all patients during an accounting period. 
This ratio is applied to the allowable in- 
patient ancillary costs for the period to 
determine the amount of reimbursement 
to a provider for the covered ancillary 
services rendered to beneficiaries. With 
respect to cost reporting periods starting 
after December 31, 1971, the ratio of 
beneficiary charges for ancillary services 
to total charges for ancillary services, as 
applied to inpatients, means the ratio of 
the total in>atient charges for covered 
ancillary services rendered to benefi- 
ciaries of the health i:isurance program 
to the total inpatient charges, excluding 
delivery room charges, for ancillary serv- 
ices to all patients duwing an accounting 
period. This ratio ts applied to the allow- 
able inpatient ancillary costs for the 
period, excluding delivery roon: costs, to 


determine the amount of reimbursement 
to a provider for the covered ancillary 
services rendered to beneficiaries. 

(10) Intensive care units, coronary 
care units, and othcr snecial care in- 
patie’ hospital units. To be considered 
an inteasive care unit, coronary care unit, 
or other special care inpatient hospital 
unit, the unit must be in a hospitai, must 
be one in which the care required is ex- 
traordinary and on a concentrated and 
continuous basis and must be physically 
identifiable as separate from general 
patient care areas. There shall be specific 
written policies for each of such desig- 

eted units which include, but are not 
limited to burn, coronary care, pulmo- 
nary care, tr2uma, and intensive care 
units but exclude postoperative recovery 
rooins, postanesthesia recovery rooms, or 
maternity labor rooms. 

(e) Application—(1) Objective. (1) 
The law provides that the costs with re- 
spect to individuals covered by the 
health insurance program will not be 
borne by individuais not so covered, and, 
conversely, that costs with respect to ir - 
dividuals who are not under the program 
will not be borne by the program. 

(ii) The cost of services to benefici- 
aries of the health insurance program 
may, for cost reporting periods starting 
before January 1, 1972, be determined 


by either of the alternative methods that 
is selected by a provider; however, the 
objective of whatever methad of appor- 
tlonment is used will Le to approximate 
as closely as practicable the actual cost 
of services rciidered. 

(iii) The two methods of anportion- 
ment available for use in determining 
the cost of services rendered to bene- 
ficiaries of the program have as their 
goal the allocation of the total allowable 
costs between the bencficiaries and other 
patients in as equitable a manner as pos- 
sible. Under these methods, if it is found 
that beneficiaries receive more than the 
average amiount of services, the pro- 
viders would receive reimbursement 
greater than average cost for all pa- 
tients. Conversely, if the beneficiaries re- 
ceive less than the average amount of 
services, the providers would be reim- 
bursed accordingly for the services 
rendered. 

(2) Departmental Method-—-(i) For 
cost reporting periods starting before 
January 1, 1972. The following ilius- 
trates how apportionment based on the 
ratio of beneficiary charges to total 
charges applied to cost on a depart- 
mental basis wuuld be determined for 
cost reporting periods startine before 
January 1, 1972, using only inpatient 
data. 


HosritaL A 
Charges to Ratio of Co of 
Department pr m Tutal beneficiary Total benelictary 
beneficiaries charges charges to cost services 
as total charges 
Percent 

OD CITI 0.60 covcnsnsedsuditareesseese® $140, 000 , 000 234% $630,00 $147, 000 
pS SS Ra 24,000 100, 00U 24 75, 000 18, 000 
Operating room 20, 000 70, OU 2B 77, 000 22, 000 
Lueboratory 40, 000 140, 000 2544 98, 000 28, 000 
Pharmacy... ‘20, 000 33% 45,000 16, 000 
Others 6,000 2 25, 000 6,000 
Total 000 950, 000 235, 000 


To the total shown {fn the f!lustration is added, to the extent pertinent, for servless FR nasre after June 30, 1969, 
60 inpatient routine nursing salury cost dilicrent:al sdjustment factor as delined and {il 


(ii) For cost reporting periods starting 
after Decemder 31, 1971. The following 
illustrates how apportionment based on 
the average cost per diein for general 
routine services, taking into account, to 
the extent pertirent, an inpatient rou- 
tine nursing salary cost differential (see 
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ustraled in § 405.450, 


#£ 405.430 for dcfinition and application 
of this differential) and each special 
care unit, and apportionment of the cost 
of ancillary services on the ratio of bene- 
finary charges to total charges applied 
to cost by department would be dcter- 
mined for cost reporting periods starting 


after December 31, 1971, under the Departmental Method, using only inpatient 


data: 
Tlosritat Y 
Charg*s to Cost of 
Department proura’” Total b Total bonefiviary 
beneficin..es Charges charges to cost services 
total ciarges 
; Lercem 
Operating rooris..........-2...22---e0eee $20, 000 $70, 000 2845 7,000 
Deilvery rooms 0 12,009 i] 20, 000 
Pharmacy. . dan 20.0% 60, OU 344$ 45,000 
X-ray wninsaenehe saweee : 24, U0 109, OW a4 75,007 
Laboratory aisepesseh 40,00 140, 000 2% G3, On) 
Ronn cvnecosasceccectecesuses downaees 6,009 3, 00 20 24, Ou 
WORM. ccceccscecstecenescotesseescose nee 110, 000 412,900 .... 350, 000 
Total Total Average Program Cost of 
inpatient cost cost iupatient beneficiary 
days per diem days services 
Dateien: eC G inn cng intcsctnscsuesesnes a 30, 000 $630, 000 $168,000 
Coronary « unit “ 500 20, 000 8,000 
Intensive care unit. 3,000 108, WUO 3 000 
33, 500 758, 000 212,000 
DBE oon i cvncanen scctdesacscetdovenseseseucssscnacncsacseuheheddoutsssbsnete tas shiaatenererenns 00, 000 


To the cost of genero! routine services rendered to program beneliciaries and tot) 
are added, to tiie extent pertinent, an Inpotiont routine nursing suary Cust ditleres 


and illustrated in § 405.440, 


(3) Combination Metho.—() Using 
cost finding for cost reporting periods 
starting before January 1, 1972. A pro- 
vider may, at its option, for cost report- 
ing periods starting before January l, 
1972, elect to be reimbursed for the cost 
of routine services on the basis of the 
averace cost per diem, taking into ac- 
count, to the extent pertinent, for scrv- 
ices provided after June 34, 1¢Cy, an in- 
patient routine nursing salary cost dif- 
ferential (as defined and illustrated in 
$ 405.430). To this amount is added the 
cost of the ancillary services rendered 
to beneficiaries of the program deter- 
mined by computing the ratio of total 
inpatient charges for ancillary services 
to beneficiaries to the tota! inpatient an- 
cillary charges to all patients and apply- 
ing this ratio to the total allowable cost 
of inpatient ancillary services. 

COMBINATION METHOD EM ~. ‘YED BY 
HospPitTat B 
Btatistical and financial data: 
Total inpaticnt days for all pa- 


totel shown tn the illustration 
tial adjustinent factor as defiued 


Computation of cost applicable to 
program: 

Average cost per diem for rou- 
tine services: $690,000-- 30,000 
cays=$20 per diem. 

Cost of routine services (exclusive 
of any inpatient routine nurs- 
ing salary cost differential ad- 
justment factor pertinent for 
services provided after June 30, 
1969) rendered to bene.)ciaries: 
$20 per diem “7,500 days 

Ratio of beneficiary churges to 
total charges for all ancillary 
services: $80,000 + $400,000 =20 
percent. 

Cost of ancillary services rendered 
to beneficjaries: 20 percentx 
$320,000 .........--.~--------- C4, 000 


Total cost (exclusive of any 
inpatient routine nursing 
salary cost differential ad- 
justinent factor pertinent 
for services provided after 
June 30, 1969) of benefici- 
ery services.........--... $214, 000 


To the cost of routine services and total 
cost shown in the above illustration are 


einnameds ys ‘applicabie to bene- 30,000 added, to the extent pertinent, for services 
ACinrie’ 5 gees: i 7.600 provided after June 30, 1969, an inpatient 
Inpatient routine ‘services—total “ routine nursing salary cost differential ad- 
allowable état... $600, C00 justment factor as defined and tilustrated 
Inpatient encillary services— in § 40.430. 
total 2liowable cCSt.---~------ $320, 090 (ii) Using estimated percentage. For 
as roe ged ree services— 9400, 000 periods ending after Decemter 31, 1968, 
aL OTPCS.. 2. - we ese eunwen . 


Inpatient ecneciliary serviccs— 
charges for services to bene- 
SOG pn ccdcnciesovssseneae $80, 000 
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providers are required to use the cost- 
finding methods ccscribed in § 405.453 
to determine the costs of routine and 
ancillary services. Where the intermedi- 


ary determines, however, that a provider 
is unable to make the necessary compu- 
tations by cost-finding methods as indi- 
cated in § 405.453, the intermediary will 
estimate the appropriate percentage of 
the provider's allowable cost that rep- 
resents routine service costs and the ap- 
propriate percentage that represents the 
ancillary service costs. These percentages 
are to be based upon study, analysis, and 
judgment by the intermediary and de- 
signed to approximate the result that 
@ cost-finding method would have pro- 
duced for the particular provider. The 
use of estimated percentages would ap- 
ply only to cost reports for periods ending 
before January 1, 1969. For subsequent 
periods, the use of cost-finding methods 
as described in § 405.453 will be required 
for the apportionment of allowable costs. 
ESTIMATED PERCENTAGE LMPLOYED BY 
Hosprtat C 
Statistical and financial data: 
Total inpatient days for all pa- 


ORNS ccc ewenccccacosenesce $5, 000 
Inpatient days applicable to 
WORGROATING 6 cccncccenssces 6,000 


Estimated percent for routine in- 


patient services.............. 70 
Estimated percent for ancillary 
inpatient services............. 30 
Inpatient ancillary services: 
FUN Dabs cncecsccccesse $400, 000 
Charges for services to benefi- 
CINE cndecencncecwsccesce $80, 009 
Computation of cost applicable to 
program: 
Average cost per diem for rou- 
tine services: 
70 percent x $1,000,000- /00,- 
000 (routine service cost). 
$700,000 -:-35,000 days--$20 per 
diem. 
Cost of routine services ren- 
dered to beneficiaries: $20 
per diem x 5,000 days....... $100, voo 


Ratio of beneficiary charges to 
total charges for all ancil- 
lary services: $80,000-+-$400,- 
000=20 percent. 

Cost of ancillary services ren- 

dered to beneficiaries: 
30 percent x $1,000,000-=3300,- 


000 (aucillary service 
costs). 
20 percent X $300,000. _...... $6. 000 
Total cost of beneficiary 
Gervices ............-.. $160, 000 


(iii) Combination Method for cost re- 
porting periods beginning after Decem- 
ber 31, 1971. The following illustrates 
how apportionment based on the average 


cost per diem for general routine services, 
taking into account, to the extent perti- 
nent, an inpatient routine nursing salary 
cost differential (see § 405.430 for defi- 
nition and application of this differen- 
tial) pnd the aggregate of the special 
care units, and apportionment of the 
cost of ancillary services on the basis 
of the ratio of total beneficiary ancillary 
charges to total patient ancillary charges 
(excluding delivery room charges) ap- 
plied to the cost of all such ancillary 
services (excluding delivery room costs) 
would be determined for cost reporting 
periods beginning after December 31, 
1971, under the Combination Method 
using only inpatient data. 

Hosprrat Z 


Statistical and financial data: 

Total inpatient days for all pa- 
tients—General area_...-..--. 

Total inpatient days fr all pa- 
tients—All special care units, 

Inpatient days applicable to pro- 
gram beneficiaries—General 
area 

Inpatient days epplicable to pro- 
gran beneficlaries—All special 
care uni. 

Total aliowahble costs—General 
inpatient routine area........ 

Total allcwable costs—Al! special 
CRU WING... ce dcccccsecesesces 

Inpatient ancillary cervices—To- 
tal allownble cost excluding 
delivery room cost.........-.. 

Inpatient anci!lary services—To- 
tal charges excluding delivery 
room charges.............-.. 

Inpatient ancillary services—~ 
Charges for services to program 
DOMENCIRIIES on cvecuescnccesse 

Computation of cost applicable to 
program: 

Average cost per diem for gen- 
eral routine services: $600,000 
+30,000 =$29 per diem. 

Cost of pcneral routine services 
(exclusive of any inpatient 
routine nursing salary cost dif- 
ferential adjustment fac:or) 
rendered to program beneuici- 
aries: $20 per diem xX 7,500 
days 

Average cost ~ +r diem for speciai 
care units: $95,000 +2,500=$38 
per dicm. 

Cost of services rendered ‘o pro- 
gram beneficiaries in special 
care units: $38 per diem xX 750 
days 

Ratio of beneficiary charges to 
total charges for 2)l ancillary 
services excluding delivery room 
charges: €30,000+$4100,000 = 20 
percent. 


30, 000 
2, 500 


7, 500 


760 
$600, 000 
#95, 000 


$320, 000 
$400, 000 


$80, 000 


$150, 0OG 


¢28, 500 
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Computation of cost applicable to 
program :—Contfinued 

Cost of ancillary services ren- 

ered to program ber« fictartes: 

20 percent x £320,000......_. 


Total cost (exclusive of any 

inpaticot routine nursing 

salary cost differential ad- 

jJustment factor) of serv- 

ices rendered to program 
Denefictaries ......0<<...- $242, 500 
To the cost of g2neral routine services ren- 
dered to program benefictaries and to the 
total shown in the Illustration are added, to 
the extent pertinent, an inpatient routine 
nursing salary cost differential a“justment 
factor as defined and illustrated in § 405.430, 


(4) Option to use Departmental 
Method or Combination Method for the 
first reporting period for cost reporting 
periods beginning before January 1, 1972. 
(1) The provider has the option of using 
either the Departmental Method or the 
Combination Method for the first report- 
ing period. Thereafter, a provider may 
change from one to the other method 
provided a written request is made to the 
intermediary before the end of the fourth 
month of the period for which the 
change is to be applicd and such request 
is approved. 

(ii) A request to change from one to 
the other method made by a provider 
prior to or at the time it submitted an 
audited cost report fur its first reporting 
period is acceptable and the change may 
be made if approved by the intermediary 
provided that the audited report was 
submitted before the end of the second 
reporting period. Providers which sub- 
mit an audited cost report for the first 
period after the end of the second re- 
Porting period must use the same method 
of apportionment for both the first and 
second periods. 

(iii) The previsions of subdivisions (1) 
and (ii) of this subparagraph (4) apply 
‘© cost reporting periods beginning be- 
fore January 1, 1972, 

(5) Temporary methods of apportion- 
ment for cost reporting periods ending 
before January 1, 1969. (i) The inter- 
mediary may find that a provider is un- 
able to apply either the Departmental 
Method or the Combinetion Method em- 
ploying cost finding or estimated per- 
centages. In such case, the intermediary 
can authorize the provider to use, on a 
temporary basis, an apportionment besed 
on the ratio of beneficiary inpatient 
charges to total inpatient charges ap- 
plied to the total cost of all services. This 


would permit the provider time to estab- 
lish the records necessary for applyinz 
either of the basic alternative methods of 
epportionment in the next accounting 
period. This method may not, however, 
be used by hospitals which have all- 
inclusive rates, or no-charge structures. 
In some cases, the intermediary may 
determine that a provider is unable to 
employ this temporary method of appor- 
tionment based on the ratio of bene- 
ficiary inpatient charges to total in- 
patient charges applied to total inpatient 
cost. In such a case any other method 
determined by the intermediary to be 
reasonable n.ay be used on a temporary 
basis, however, methods for providers 
having all-inclusive rates or no-charge 
structures will be developed by the Social 
Security Administration. Any temporary 
method of aprortionment may not be 
used to cover cost reporting periods end- 
ing on or after Je . 1ary 1, 1969. és 

Exampte: The ‘cllowing illustration dem- 
onstrates the apportionment of cost based 
on the ratio of beneficiary inpatient charges 
to all inpatient charges coinputed on a total 
basis for al) inpatient services. 


Hosprra, D 


Pinancial data: 
Inpatient services: 
Total allowable cost........ 


Computation of cost cf benefici- 

ary inpatient services: 

Ratio of beneficiary charges 
to total charges: $200,000 
+$1,000,000 =20 percent. 

Cost of services rendered to 
beneficiaries: 20 percent 
eee $190, 000 


(ii) Whenever authorization is given 
to apportion costs by a method other 
than one of the two basic alternative 
methods, such authorization would be 
considered to be a temporary expediency 
to cover only cost reports for periods 
ending before January 1, 1969. It would 
be available to a provider on!y after dili- 
gent efforts have been made by the pro- 
vider to apportion its costs based upon 
either of the appr. ved methods of appor- 
tionment. 

[37 F.R. 10354, May 20, 1972] 


§ 405.453 Adequate cost data end cost 
finding. 


(a) Hrine:ple Providui. receiving 
pay'nent on the basis of reimbursabie 
cost must provide adequate cost data. 


This must * based on their financial 
aud statistical records which must b> 
cupable of verification by qualisied audl- 
tors. Thec: + data must be bas:don an 
approved m. th a of co". ‘nding and on 
the accrual brsis oi ou ting, Howe 
ever, where governme institutions 
operate on a cas ba. ~* accounting, 
eest data based ous of account- 
ing wi: he acceptable, sus, tf to appro- 
priate t: utment ec’ capit « expceacitures. 

(pb) Definitio . Jost jinding. 
Cost finding ts tle ,.oe i. of recasting 
the data derivuc fro we accounts 
ordinarily kept by wprov.d.: o asceriain 
costs of the varis 3 wpe f services 
rendered. ‘t is the deternunation of 
these cosi= by the allocation of cirect 
costs and proration wf indirect costs. 

(2) Accruai vasie of accounting. 
Under the ace .ui vo “$s of accounting, 
revenue jis repor.cd in 4¢ period when 
it is earned. ré;ard! of when it is 
collected, an Pr © .re reported in 
the period *: i! *. ‘hoy ere Incurred, 
regardle: . of os are »aid. 

{c) As : c ‘t information. 
Adequa’ : > must be ob- 
teined a aei"s records to 
support puyine:.., .arde for services 
rendered to heneficianiu:. The vequire- 
ment of adequacy oi data implies that the 
data be accurate and ir sufficient detail 
to accomplish the purnrvses for which it ts 
intended. Adequate data capable of 
being audited is consistent with good 
business concepts and effective and effi- 
cient manageinent of any organization, 
whether it is opcrated for profit or on a 
nonprofit basis. It is a reasunable ex- 
pectation on the part of any agency pay- 
ing for services on a cost-reinibursement 
basis. In order to provide the required 
cost data and not impair comparability, 
financial and statistical records should 
be maintained in a manner consistent 
from one period to another. However, 
& proper rerard for consistency need not 
preclucie a desiraMe change in account- 
im procedures when there is reason to 
e. 2ct such change. 

<a) Cost finding metheds. After the 

-f the accounting period. one of the 
} y\waug methods of cost finding is to be 
used to determine the actual costs of 
services rendered during that period. 
However, for reporting periods begin- 
ning after December 31, 1971, providers 
using the Depsrtmental Method of co+t 
apportionment must use the Step-Down 
Method described in subparagraph (1) of 
this paragraph or an “Other Method” 


described in subparagraph (2) of this 
peragraph under the conditions provided 
therein. The modified cost finding 
method provided in subparagraph (3) of 
this paragraph must be used for report- 
ing periods beginning after December 31, 
1971, by providers wnich are required to 
use the Combination Method of cost ap- 
portionment. 

(1) Step-down meliiod. This method 
recognizes that services rendered by 
certain nonrevenue-procucing depart- 
ments or centers Ave Utilized by certain 
other nonrevenue-producing centers as 
well as by the sevenue-preducing cen- 
ters. All costs of nonrevenue-producing 
ceniers are aliocaied to all cenlers which 
they serve, recardles ef whether or not 
these centers produce revenue. The 
cost of the nonm:evenue-producing cen- 
ter serving the greatest number of other 
centers, whiie receiving benef-ts from the 
least number of centers, is apportioned 
first. Following the apporiionment of 
the cost of the nonrevenue-procucing 
center, that center will be consicered 
“closed” and no further costs are appor- 
tioned to that center. This applies even 
though it mey have received some scrv- 
ice from a center whose cost is appor- 
tioned later. Generally when two cen- 
ters render service tu an equal number 
of centers while receiving benefits from 
an equal number, that center which has 
the greatest amount of expense should 
be allocated first. 

(2) Other mcthods—(1) The double- 
apportionment inethcd. The double- 
apportionment method may be used by 
a provider upon approval of the inter- 
mediary. ‘This raethod also recognizes 
that the ronrevenue-precucing depart- 
rents or centers render services to other 
nol venue-producing centers as well as 
to revenue-producing centers. A pre- 
liminary allocation of the cosis of non- 
revenue-producing centers is made. 
These centers or departments are not 
“closed” after this pre!'minary alloca- 
tion. Instead, they remain “open,” 
accumulating a porcion of the costs of 
all other centers from which services 
are received. Thus, after the first or 
preliminary allocation, some costs will 
remain in each center representing serv- 
Ices received fron: other centers. The 
first or preliminary allecation is followed 
by a second or final apportionment of 
expenses involving the allocation of all 
costs remaining in the nonrevenu>- 
producing functions direcily w revenue- 
producing centers. 


(ii) More sophisticated methods. A 
more sophisticated method designed ty 
allocate costs more accurately may be 
used by the provider upon approval of 
the intermediary. However, having 
elected to use the double-apportionment 
method, the rrovider may not thereafter 
use the step-down method without ap- 
proval of tlhe interinediary. Written re- 
quest for the approval raust be made on 
& prospective basis and must be submit- 
ted before the end of the fourth month 
of the prospective reporting period. Like- 
wise, once having elected to use a more 
sophisticated method, the provider may 
not thereafter use either the double- 
apportionment or step-down methods 
@jithout similar reauest and epproval. 

(3) Modified cost finding for providers 
using the Combination Method for re- 
porting periods beginning after Decem- 
ber 31, 1971. This method differs from 
the Step-Down Method ia that services 
rendered sy nonrevenue-producing de- 
partments or centers are allocated di- 
rectly to revenuc-producing departments 
or centers even though these services muy 
be utilized by other nonrevenue-produc- 
ing departments or centers. In the appli- 
cation of this mcihod the cost of non- 
revenue-producing certers having a com- 
mon busis of allocaticn are combined and 
the total distribuied to revenue produc- 
ing centers. All nonrevenue-producing 
centers having significant percentages of 
cost in relation to tota! costs will be allo- 
cated this way. The combined total costs 
of remaining nonrevenue-producing cost 
centers will be allocated to revenue- 
producing cost centers in the proportion 
that each bears to tctsl costs, direct and 
indirect, already allocated. The bases 
which are to be used and the centers 
which are to be combined for a’location 
are not optional, but are identified and 
incorporated in the cost report fortns de- 
veloped for this methed. Providers using 
this method must use the program cost 
report fcrms devised ror it. Alternative 
forms may not be used without prior 
approval of the Social Security Adminis- 
tration, based upon a written request by 
the provider submitted through the 
intermediary. 

(4) Temporary method for initial 
period. if the provicer is unable to use 
either cost-finding method when it first 
participates in the program, it may epply 
to the intermediary for permissicn to use 
some other acceptabie method which 
would accurately identify costs by de- 
partment or center, and appropriately 


segregate inpatient and outpatient costs. 
Such other method may be used fcr cost 
reports covering periods ending besvre 
January 1, 1963. 

(e) Accounting basis. The cost data 
submitted must be based on the acerual 
basis of accounting which is recognized 
as the most accurate basis foc éctermin- 
ing costs. However, goveramental insil- 
tutions that operate cn a cash basis cf 
accounting may subinit cest data on the 
cast »asis subject to appropriate treat- 
menv of capital expenditures. 

(f) Cost reports. For cost reporting 
purposes, the heaith insurance program 
requires each providcr of services to sub- 
mut periodic reports of ils operations 
which generally cover a consecutive 12- 
month period of the provider’s opera- 
tions. Amendcd cost reports to revise 
cost report information which has been 
previously submitted by a provider may 
be permitted c. required as determined 
by the Social Security Administration. 

(1) Cost reporis—terminaied provid- 
ers and changes of ownership. A provider 
which voluntarily cr involuntarily ceases 
to participate in the health insurance 
program or experiences a chanse of 
ownership must file a cost report for 
(hat period under the program beginning 
with the first day not incluced in a pre- 
vious cost reporting period and endiag 
with the effective date of termination of 
its provider agrecment or change of 
ownership. 

(2) Due dates for cost reports. (1) 
Cost reports are due on or before the last 
day of the third month following the 
close of the period covered by the report. 

(ii) A 20-day extension of the due date 
of a cost report may, for good cause, be 
granted by the intermediary, after first 
obtaining the approval of the Social 
Security Adininistraticn. 

(ii) The cost report from a provider 
which voluntarily or involuntarily ceases 
to participate in the healih insurance 
program: or experiences a change of own- 
ership is due no later than 45 days foi- 
lowing the effective date of the termina- 
tion of the provider agreement or change 
of ownership. 

{31 PR 14818, Nov. 22, 1996, as amended at 
33 F.R. 11274, Aug. 8, 1968; 27 FR. 10557, 
May 20, 1972; 37 F.R. 21630, Oct. 14, 1972] 


§ 405.454 Payments to providers. 


(a) Principle. Providers of services will 
be paid the reasonable cost of services 
furnished to benefciaries. Interim pay- 
ments approximating the actual costs of 


the provider will be made on the must 
expcditious basis administratively feasi- 
ble but not less often than monthly. A 
retroactive adiustment cased on actual 
costs will be made at the end of the 
repustiag pcriod, 

(b) Amount anu frequency of pay- 
ment, Title XVIII of the act states that 
providers of services will be paid the 
reasonable cost of services furnished to 
beneficiaries. Since actual eests of serv- 
ices cannot he determined unti! the end 
of the accounting pericd, the providers 
must be paid on an estimated cost basis 
during the year. While the Inv; provides 
that interim payments shall be nade no 
less often than racnthily, intermediaries 
are expected to make payments on the 
most expeditious hasis administratively 
feasibic, Whatever estimated cost basis 
{s used for determining interim payments 
during the vesr, the intent is that the 
interim payments shall approximate 
actual costs es nearly as 1s practicable 
&¢ tnat the retrvactive adjustment based 
on actual costs will be as smali as 
possible. 

{c) Interim nayments Juring tnitial 
reporting period. At the beginning of 
the progrsm cr when a provider first 
participates in the program, it will be 
necessary to establish interim rates of 
payment to providers of services. Once 
& provider has filed a cost report under 
the health insurance program, thc cost 
report may be used as @ basis for deter- 
raining the interim rate of reimburse- 
ment for the following period. How- 
ever, since initially there is no previous 
history of cost under the program, the 
interim rate of payment inust be deter- 
mined by other methods, including the 
following: 

(1) Where the intermediary is already 
paying the provider on a cost or cost- 
related basis, the intermediary will ad- 
Just its rate of payment to the pro- 
gram's principles of reimbursement. 
This rate inay be e‘ther an amount per 
inpatient day, or a percent of the pro- 
vider’s charges for services rendered to 
the prozram’'s beneficiaries. 

(2) Where an organ/zation other than 
the intermediary is paying thr provider 
for services on a cost or cost-related 
basis, the intermediary may ebtain from 
that organization or from the provider 
itself the rate of payment being used and 
other cost informetion as may be needed 
to adjust that rate of payment to give 
recognition to the program's principles 
of reimbursement, 


(3) Where no organization {s paying 
the provider on a cost or cost-related 
basis, the intermediary will obtain the 
previous year’s financial! statement from 
the provider. By analysis of such state- 
ment in the light of the principles of 
reimbursement, the intermcdiary will 
compute an appropriate rate of payment. 

(4) After the initial interim rate has 
been set, the provider may at ony time 
request, and be allowed, an apprupriate 
increase in the computed rate, upon pres- 
entation of satisfactory evidence to the 
intermediary that costs have increased. 
Likevise, the intermediary may adjust 
the interira rate of payment if it has evi- 
dence that actual costs may fall signifi- 
cantly below the computed rate. 

(a) Interim payments for new provid- 
ers. (1) Newly established providers 
will not have cost experience on which 
to base a determination of an interim 
rate of payment. In such cases, the in- 
termediary will use the following meth- 
cds to determine an appropriate rate: 

(i) Where there is a provider or pro- 
viders comparable in substaniially all 
relevant factors to the provider for 
which the rate is needed, the interme- 
diary will base an interim rate of pay- 
Tent on the costs of the comparable 
provider. 

(i) If there are no substantially com- 
parable providers from whom data are 
available, the intermediary will deter- 
mine an interim rate of payment based 
on the budgeted or projected costs of the 
provider. 

(2) Under either method, the inter- 
meciary will review the provider’s cost 
expertence after a period of 3 months, 
If need for an adjustment is indicated, 
the interim rate of payment wiil be ad- 
justed in line with the provider's cost 
experience, 

(e) Interim payments after initial re- 
porting perioa. Interim rates of pay- 
ment for services provided after the ini- 

‘al reporting period will be established 
on the basis of the cost report filed for 
the previous year covering health incur- 
ance services. The current rate will be 
determined—whethcr on a per diem or 
percentage of charges basis —using the 
previous year’s costs of rovered services 
and making any appropriate adjustments 
requirec to bring, as closely as possible, 
the current year's rate of interim pay- 
ment into agreement with current year’s 
costs. This interiyn rate of payment may 
be adjusted by the intermediary during 


an accounting period if the provi _r su). - 
mits appropriate evidence that iis actval 
costs are or will be significantly higher 
than the computed rate. Likewise, the 
intermediary mey adjust the interim rata 
of payment if it has evidence that actual 
costs may fall significantly below the 
computed rate. 

(f) Retroactive adjustment. (1) Title 
XVOI of the Act provides that providers 
of services shall be paid amounts ceter- 
inined to be due, but not less often than 
monthly, with necessary adjustments due 
to previously made overpayments or un- 
derpayments. Interim puymcnts are 
made on the basis of estirnated costs. 
Actual costs reimbursable to a provider 
cannot be determined until the cost re- 
ports are filed nnd costs are verified. 
Therefore, a retroactive adjustment will 
be made at the end of the reporting 
period to bring the interim payments 
made to the provider during the period 
into agreement with the reimbursable 
amount payable to the provider for the 
services rendered to program benefic- 
jaries during that period. 

(2) In order to reimburse the provider 
as quickly es possible, an initial retro- 
active adjustment will be made as soon 
as the cost report is recetved. For this 
purpose, the costs will be accepted as re- 
ported—unicss there are obvious errors 
or iriconsistencies—subject to later audit. 
When an audit is made and the final 
liability of the program is determined, a 
final adjustment will be made. 

(3) To determine the retroactive ad- 
justment, the amount of the provider’s 
total allowable cost apportioned to the 
program for the reporting year is com- 
puted. This is the total amcunt of re- 
imbursement the provider is due to rc- 
ceive froin the program and the bene- 
pay for covered services rendcred 
during the reporting period. The total 
of the interim payments made by the 
program in the reporting year and the 
deductibles and coinsurance amounts re- 
ceivable from beneficiaries is computed. 
The difference between the reimourse- 
ment due and the payments made is the 
amount of the retroactive adjustment. 

(g) Outstanding current financing 
payments. Prior to May 29, 1973, current 
financing payments were autihcrized to 
providers of services, at tineir request, to 
reimburse them currently as services 
were furnished to beneficiaries. Such 
pay:nents were in addition to the basic 
procedure for payments to providers. Ef- 
fective May 29, 1973, current financing 


payments shall not be made. Any current 
financing payments outstanding on May 
29, 1973, constitute overpayments which 
are due anc payable to the Social 
Security Administration as of such date. 
If refund is not made the Social Security 
Administration may recover such over- 
payments by withholding payments, in 
whole or ir part, otherwise due the pro- 
vider of services under title XVIII of the 
Social Security Act, in accorcance with 
procedures established by the Adminis- 
tration, notwithstanding any provision 
to the contrary jn §$§ 405.370 to 405.373. 

th) Accelerated payments to pro- 
viders. Upon request, an accclerated 
payment may be made to a provider of 
services where the provider has experi- 
enced financicl difficultics due to a delay 
by the intermediary in making payments 
or in exceptional situations, where the 
provider has experienced a temporary 
delay in preparing and submitting bills 
to the intermediary beyond its normal 
billing cycle. Any such payn-2nt must be 
approved first by the intermediary and 
then by the Social Security Adrinistra- 
tion. Tha arount of the payment is com- 
puted as a percentage of the net reim- 
bursement for unbilled and/cr unpaid 
covered services. Recovery of the accel- 
erated payment may he made by recoup- 
ment as provider bills are processed 
and/or by direct payment. 

(i)-(j) [Reserved] 

(k) Bankruptcy or insolvency of pro- 
vider. If on the basis of reliable evidence, 
the intermediary has a valid basis for 
believing that, with respect to a provider, 
proceedings have been or will shortly 
be instituted in a State or Federal court 
for purposes of determining whether 
such provider is insolvent or bankrupt 
under an appropriate State or Federal 
law, any payments to the provider shall 
be adjustcd by the intermediary, not- 
withstanding any other regulation or 
program instruction regarding the tim- 
inz or manner of such edjustments, to 
a level necessary to insure that no over- 
payment to the provider is made. 

{31 F.R. 14919, Nov. 22, 1966, as nmended at 
32 FR 5260, Mer. 29, 1967; 37 FR 21630, Oct. 4, 
1972; 38 FR 14093, May 29, 1973] 


The 2% allowance in lieu of “specific reccqn. -ion 


of other costs was provided for at 20 CFR 405.428 (3s. Fre 


Reg. 7871 (1966)): 


§ 105.428 Allowance in lieu of specific 
recognition of other costs. 


(a) Principle. In lieu of specific rec- 
ognition of other costs in providing and 
improving services, an _ allowance 
amounting to 2 percent of costs allowed 
under the other principles (with the 
exception of interest expense) is includ- 
able as an element of reasonable cost 
of services, subject to the limitation that 
the allowance not exceed a reasonable 
long-term interest rate on the provider's 
net investment related to patient care. 

(b) Application. Difficulty in meas- 
uremeit, lack of adequate data and other 
considerations have precluded specific 
recognition of various elements which are 
germane to costs of services for benefi- 
ciaries. Moreover, although the meth- 
ods to be utilized by providers for 
determining the actual cost of services 
provided to beneficiaries are the best 
available, there is some lack of precision 
in methods at the present stage of devel- 
opmer't of cost finding which represents 
a contingency for which recognition is 
¥ appropriate. It ‘s the established prac- 

tice of a significant number of large 

third-party purchasers to include in 

payment for costs of services a factor in 

the form of an allowance to cover various 

ba elements not specifically recognized or 
not precisely measured. This allowance 
is, in part, in lieu of a specific interest 
return on equity capital as well as other 
factors not given specific recognition. 
The allowance under this principle is 
limited to an amount which, as a per- 
centage of the provider's investment in 
plant, property, and equipment related 
to patient care (net of depreciation and 
long-term debt related to such invest- 
ment), docs not exceed the average in- 
terest rate on special issues of public- 
debt obligations issued to the Federal 
Hospital Insurance Trust Fund during 
the reporting period (1.e., the appropriate 
average of the several monthiy rates, as 


determined under section 1817(c) of the 
Social Security Act). In the determina- 
tion of the amount of the provider's net 
investment, for purposes of applying this 
limitation, the cost of assets financed by 
Hill-Burton or other Federal funds will 
be excluded. Such exclusion will be on 
the basis of the share of the cost fi- 
nanced by Federa’ funds after adjust- 
ment for depreciation. 


The current financing system was provided for 


at 20 CFR 405.454(g) (31 Fed. Reg. 7875 (1966)): 


(g) Provision for current financing. 
(1) In addition to the basic procedure for 
payment to a provider following the sub- 


mission of bills to the intermediary, pay- 
ment will be made upon request by the 
provider on a basis desicned to reimburse 
concurrently «as services are furnished 
to beneficiaries. The amount of such 
payment will be computed by the inter- 
mediary initially on an cstimated basis 
and periodically adjusted to represent 
the average level of services unreini- 
bursed by the basic paynent procedure. 

(2) A study will be made of the pos- 
sibility that a financial requirement in 
the production of serviccs arises priv. t* 
the rencition of services to benefici: . es 
and is not being met by the progiam. 
Among the factors to be considered in 
the study will be the extcnt to which ov 
lays for consumable items for which piu_- 
ment may be made ip »dyance of ren- 
dition of services are ct by outlays for 
other items, such as wages and Salaries, 
which ordinarily are not made until afte 
services are rendered. 


ey 
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as 


The New PIP regulation is provided for at 


20 CFR 405.454(j) (40 Fed. Reg. 


~tapoovider 


serviees, the periodic interim payment 
(TIP) yacihod is available for Part A hos- 
iat and skilled nurs ius facility im- 
partion, services and Lor both Part A and 
Part bo hoine helt eecucy services. 

1) “nv narlicioe tip ‘over that es- 
tabltisnes to the s sfretion of the inter- 
I i 's tio following re- 

to be reimoursed 
wednain® with 
yeqnest thet the 
edunnistratively 


fimated total 

for sipatienr 

1 year com- 

or, in the 

s, either CAD 

> reiinburse- 

{ birt 8 services is 

u ay conputed under 
formuls or (5) its esti- 
care igimbarsement come- 
cd wicer the i* formvia is at least 
cnt of cstumated totel allowable 


: provider lius filed até leust one 
conpleicd Mecicare cost report accepted 
by the intevinediorv as providing on ac- 
curete boss tor conypuitation of pro.ram 
poyraent Concenoe in Une cose of « provider 
requesthi: vemnburcoment under the P1lP 
method upon iivot o:fering tie prevram), 

(iii) “Lhe provider has Che continuing 
capability cf susintainios: in: its records 
the cost, charge. aad siauistieal data 
necdeau te vecaratety coroplicte a Medi- 
care cost repert on a timely basii, and 

(iy) ‘the provides has repaid or agrees 
to repay ety oulstandime current finang- 
Pet payer in fell. such payment to be 
meds: before the etTectrve dte of its re- 
quested conversicn irom 4 1ce¢ular ine 
tering payment method to the FIP 
method. 

(2) No conversion to the PiP method 
mit be made with respect to any pro- 
vider until after that provider has repaid 
in full its oulstandiag current financing 
poyment. 


29815—-17 (1975)): 


(3) The intermediary's approval of a 
provider's request fer reimbursement 
under the PIP method will he condi- 
tioned vpon the intermediary's best 
judsmen. as whether poytneat can be 
made to tne provider wider the PIe 

hout undue risk of its result- 
jing insu cverpeymcne beeanse of greativ 
varying or substentiolly Geclaings Meci- 
care ultiination, idoquate billing prac- 
tices, or Gtber ciretiustances, ‘Mne inter- 
mediary moy terminete Pi? reimburse- 
ment lo a provicer at cy tune it deler- 
mines that the provider no longer mevts 
the avaliiving reeuirements or that the 
provider's experience under the PiP 
method shows that propor payment can- 
not be maecés nider tills method 

(4) Poyrwent i} be tnace biweeltly 
under t PEP micihoed dite ihe pro- 
vider requests aloiger fied faterval Giut 
to exceed L month : w payments. 
The puyineal cmon tobe cotrputed 
by tive omy thary te ooproxwuute, on 
the avernurve, the cost of covered tiooctiont 
or heme boalth serviees rendered by the 
previder during the posed Tor whten the 


masameul is to Se made, and each pay- 


ment Will be made 2 weeks alter the end 
of such period of services. Upon re- 
cucst, the Intennediary v $f feasik'e, 
compute toe provider's varmncots to rece 
Geni2e clea: BOGSON venation in 
Medi : wiltvaiion f vices on R 
querterty be 5 st ine h the begin- 
ning of ne provider's reporting year. 

(5) A piovidcr’s perondie inverim pay- 
ment amouss moy be aprrentately ade 
justed ot sry time ‘2 tie provider pre- 
sents o¢ the intemncdiory othe: wise ob- 
tains evideuss relatins: to toe provider's 
cots or Mecicare util.cction that war- 
rants such acijustimeot. Ji: addition, the 
interne diary Will reeomrute the piy- 
ment inmedictely uoen completion of 
the desk review of & provider's cost re- 
port ard 2iso ut regutar intorvis not Jess 
often than querterly. ihe intermediary 
may muke a retroactive lump) sum 
interha pavrient to n previder, based 
upon an itic.ease in its periedic interim 
payment aisourné, in order to bring past 
interiin payments tor t.¢ provider's cur- 
rent cost reporting perisd ito jine with 
the adjusted paymeni arnount. ‘Che ob- 
jective of interinedinry nicuctoring of 
Provider costs and dcisiziiiow is to ase 
sure payrnen's epproxim iting, as closely 
RS possible, the reimbursement to 
be delermiacd au settleracnt tor the cost 
reporting period. A s!entieant factor in 
evaluating ihe umount of the payment in 
terms of the rcalizatina of the projected 
Medicare vutilvation of services is the 
thnely subcintiel to the int armediary of 


completed admission and billing forms. 


Al providers must complete billings in 
detail under tinis method as ‘inder regu- 
lar interim payment procedures. 


[FR Doc.7/5-18444 Filed 7-15-75;4:45 am} 
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